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<a 
the KNOWN tactor 


Just as “Men are known by the company 
they keep,” to put it colloquially—“Factors 
are known by the Companies they keep in 
liquid condition.” FORTUNE FACTORS 
clients are known for their growth 

and expansion. 

A good Factor can aid those of your clients 
who may be under-capitalized, due to an 
expanding operation, or who may wish to 
eliminate credit losses, slow collections 
and bookkeeping expenses on their 
accounts receivable. 


FORTUNE provides Personalized Service. 
Our staff works with clients on an 
intimate, “person-to-person” basis. 


FORTUNE provides Fast Service. 

Our clients get the kind of cooperation 
they need quickly . . . so important in 
today’s fast moving market. 


FORTUNE provides Knowledge. 


We know the answers to your clients’ 
year round inventory, credit and 
collection problems. And we can help 
solve these problems. 





A good Factor to recommend is... 


F ortune 
Factors, inc. 


1441 ene 
New York 18, N. Y. 
Wisconsin 7-5600 


A phone call or note to our New Accounts Dept. 
ud will bring an executive to your office. Confi- 
dentially, and without obligation, of course. 
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AN ADIRONDACK VIEW F| 


Going—Going—Gone! So used to say the 
ad for a certain hair tonic. If you are old 
enough to name it, you are probably in the 
gone class by now. N 

But we write not of hair, our thouglits are 
of the year 1954—good old ’54. If there is 
anything you need to get done this year, you 
better get moving, the year wayneth—or 
waineth—or waneth. (I wish the American 
Institute of Spelling would adopt some gen- 
erally accepted spelling principles! Yes, we 
play Scrabble, do you?) 

What about that book you were going to) 
read? That best fiction seller, to give your! 
head a rest and get something besides facts, 
facts, facts into your brain cells. 

Have you modernized your office methods 
of handling tax returns? If you have a small’ 
office, have you adopted one-use carbon 
paper sets of tax blanks? If your office ig 
large, have you taken advantage of the new’ 
copy-producing equipment? 

And that free audit of one of your clubs, 
or charities, have you got it done yet? j 

Then there were some resolutions back at 
the beginning of the year. Have they been 
checked off and placed in the done file? 

And what about those assets you were 
going to develop? More patience and a better’ 
sas Fes I.Q. 3 

Did you decrease your liabilities? Get rid” 
of a few fixed ideas? Cure those ulcers?” 
Decrease prejudices that wobble your think-7 
ing? 

It’s good to build-up assets, increase net 
worth, and get rid of liabilities—and_ the 
greatest of these is to get rid of liabilities. 
Act now, this year is about to expire. 

Leonarp Houcuton, C.P.A. 


“Adirondack Chapter” 
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ANALYSIS 
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DAVID NEEDLEMAN 
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ENTHUSIASTICALLY ACCLAIMED! 
NEW TIME AND LABOR SAVING 


‘K 301 PAYROLL SYSTE 





1) THREE OPERATIONS 
RECEIPT FORM 


DETAIL SHEET ENTRY All Operations 


POSTING TO EMPLOYEE'S Accomplished 
INDIVIDUAL SHEET Simultaneously 


No pegboards or gadgets to buy or rent 
All entries are completed at one time 
No posting — self balancing 

Does not require an expert operator 
Quick— inexpensive 


WRITE TODAY FOR SAMPLES AND 
SCHEDULE OF LOW PRICES 


1619 WALNUT STREET 
aa @ PHILADELFHIA 3, PA. 


LABOR SAVING ACCOUNTING FORMS 
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LACK OF CAPITAL 


SOLVED 


when your Client takes advantage of 


Public National 
Accounts Receivable 
Financing 


A service recommended by many Certified 
Public Accountants to Clients handicapped by 
inadequate working capital. Public. National 
Accounts Receivable financing by employing 
receivables as collateral for loans, accelerates 
turnover of working capital and immediately 
increases supply of operating funds. For full 
information, get in touch with our Accounts 
Receivable Loans Department. 


The Public 
National Bank 


and Trust Company of New York 


37 Broad Street, New York 15, N.Y. 
Telephone: HAnover 2-9000 


25 Conveniently located Offices throughout 
Manhattan, Bronx, Brooklyn. 


Uoull like. the way PUBLIC NATIONAL does business 
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Examination of Insurance Companies, 
Volumes 3 and 4 
Reqparee under the direction of Adelber} 
Straub, Jr., New York State Insurance 
Derarimeti, 61 3roadway, New York, 
1954. Pages: xvi + 689 and xvi + 
ch $15.00 per set. 


The first two volumes of this work were 
reviewed in the February, 1954, issue of 
The New York Certified Public Accountant, 
Two more volumes, to complete a set of six, 
are expected to be published within a few 
months. The last volume will contain an 
index for the entire set. 


The third and fourth volumes consist of 
thirty-four lectures delivered before the ex- 
aminers of the New York State Insurance 
Department as part of an in-service training 
course. The lectures were given by officials 
of the Insurance Department and _ other 
recognized authorities. 

This work is much more comprehensive 
than the title indicates. The discussion of 
examination procedures occupies relatively 
little space. Provided in addition is a wealth 
of background information to aid the ex- 
aminer in carrying out an intelligent exami- 
nation. The discussion of procedures for the 
examination of the liability for unpaid losses 
in Volume 3, for example, is preceded by a 
description of typical accounting systems 
used by insurance companies in connection 
with losses, as well as methods used by the 
companies in estimating the amounts to be 
paid. 

Volume 3 covers the liabilities of insur- 
ance companies (assets were covered in 
Volumes 1 and 2), primary attention being 
devoted to policy reserves of life insurance 
companies, unearned premiums, and unpaid 
losses and loss adjustment expenses. 

Volume 4 contains six parts, captioned as 
follows: 

Constitutional Aspects of Regulation 

Uniform Accounting in Property Insur- 

ance 

Insurance Examination Techniques and 

Procedures (covering fraternal organ- 
izations, savings bank life insurance, 
title insurance companies, nonprofit hos- 
pital and medical expense indemnity cor- 
porations, and other specialized subjects) 

Other Phases of Supervision (liquidation 

of insurance companies, the Assigned 
Risk Plan, investigation of complaints, 
and the National Association of Insur- 
ance Commissioners Committee on Valu- 
ation of Securities) 

Credit Insurance 

Mechanization of Recordkeeping and Com- 

puting (punched card and electronic bus- 
iness machines) 


The wide scope of the books is indicated by 
this list. 
(Continued on page 728) 
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Save time and money 
this tax season with 
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HOW YOUR 


EARNINGS 
VW ,ree vee 


2 Savings Dividend 


ON FUNDS 
WHICH MAY 
NOW BE 
LYING IDLE 


CORPORATION OFFICERS often look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 

A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 2%2% per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 


to $10,000 insurance per account by. 


Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-3 is waiting for you. Phone 
or write Edgar R. Tostevin, Vice-President, or visit 
either of our two convenient Savings Centers. 





© 





CORPORATION CLIENTS 
CAN ADD TO THEIR 


RESOURCES 
OVER 
$60,000,000 
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(Continued from page 726) 


Liabilities of insurance companies have 
traditionally been referred to as “reserves”. 
The fire and casualty Annual Statements 
no .longer use this word, but it is used 
throughout the discussion of liabilities in 
Volume 3. The confusion in thinking which 
accountants have been attempting to avoid 
by restricting the use of the word “reserve” 
is evidenced in the volume by such terms as 
“to hold reserves” and “strengthening  re- 
serves”. The latter means either the recog- 
nition of increased liabilities or the report- 
ing of liabilities in excess of those estimated 
to exist. Chapter 1 of Volume 3 contains 
a very clear description of the principles of 
estimating and reporting policy reserves. The 
accountant not familiar with life insurance 
accounting rules might be interested in the 
reporting of such policy reserves generally 
on the basis of assumptions of mortality, 
interest earnings, etc., at the date of writing 
each policy rather than on the basis of es- 
timates at the date of the statement. Where 
the present value of the estimated liabilities 
has increased substantially, however, gener- 
ally because of lower interest rates 'prevail- 
ing, the policy reserves have sometimes been 
increased to give effect to the increase. There 
is no indication that policy reserves are de- 
creased to give effect to favorable expected 
mortality or other reasons. Generally speak- 
ing, the contributors express little criticism 
of the practice of overstating liabilities. One 
contributor states, however, “The overstate- 
ment of the aggregate loss reserve is per- 
haps almost as objectionable as understate- 
ment. Dividends to participating policy- 
holders may be adversely affected, and Fed- 
eral income tax payments may be reduced in 
a particular year”. 

One recent development in insurance is 
discussed_in connection with unearned pre- 
miums. This is the growing use of instal- 
ment premiums, and the accounting problems 
created. It is pointed out that insurance 
companies objected to charging income with 
the commissions applicable to the entire term 
of the policy while premiums could be re- 
corded as earned only on a pro rata basis. 
This requirement of insurance accounting, 
which results in a failure to match income 
and expense in material amounts, was 
avoided as to fire instalment premiums by 
providing that such premiums (and related 
commissions) need be recorded only as the 
instalments mature. This has almost the 
same effect as would the recognition of the 
generally accepted accounting principle of 
matching income and expense by recording 
the commissions as deferred charges. The 
contributor mentions that an important effect 
of postponing the recording of the income is 
the postponing of the premium tax (about 
2%). No mention is made of the much 
more important effect (to stock companies, 
at least) of the apparent inability to claim 


(Continued on page 730) 
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Order Now 


CYPRESS 
TRANSLUCENT TAX MATERIAL 


























For Finest Copies 
to enhance your prestige 


To work with Confidence 
Consult us on the Authorized Procedure 











Order from the original and most complete listing now available. 


¢ Translucent Federal and state Tax originals 
¢ Translucent columnar work sheets of unique design 


e Translucent schedule forms 


Tax forms available in four different styles 
Folders — Collated Sets — Single Sheets — Flat Sheets* 


Finest TWO SIDED printing on original makes unmatched copy prints 
Up-to-the-minute information on the latest rulings 
Superior translucent paper 


CALL OR WRITE 
tor intormation and our New Booklet 
“AUTHORIZED PROCEDURES” 


CYPRESS OFFSET CORP. 
1170 BROADWAY > NEW YORK 1, N. Y. 
MU 4-6580 


PRINTERS OF AUTHORIZED TRANSLUCENT INCOME TAX FORMS. 
BUSINESS FORMS. ANALYSIS SHEETS & SCHEDULES. 


All orders in excess of $15.00 will be delivered by 
our truck any place in Manhattan without charge. 


SPECIAL ATTENTION 
* Now! File all New York State and Federal returns on ONE piece of paper. 
Do this even on the SMALL machines. Write or call for details about this 
recent authorization. 
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Directed by a C.P.A. 


e 


The . 
Accountants 
& Auditors 


Agency 


9 East 46th Street 
New York 17, N. Y. 
PLaza 1-0520 


The 

Employment Agency 
Exclusively for 
Accounting 


Personnel 


Certified Public Accountants 
Senior Accountants 
Junior Accountants 
Supervising Seniors 
Cost Accountants 
Internal Auditors 
Payroll Auditors 
Accounting Clerks 
Tax Accountants 
Budget Directors 
Field Auditors 
Systems Men 
Controllers 
Treasurers 
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(Continued from page 728) 


the commissions as a deduction for Federal 
income tax purposes. Since the commissions 
will average over 20%, the net effect of a 
50% income tax rate would be more than 
10%, which would more than offset the 
premium tax postponed. This subject is 
certain to be discussed before the pvesent 
practice is universally accepted as desirable. 

The approach to the examination of liabil- 
ities is quite different from that used by 
public accountants, in that it is based to a 
very large extent on hindsight. By waiting 
until several months after the statement date, 
it is possible to determine how much has 
been paid on most outstanding losses and to 
estimate more closely amounts to be paid. 
‘Lhe value of determining the financial con- 
dition as of a date long past may be ques- 
tioned. As a matter of fact, the reader is 
constantly puzzled as to the exact purpose 
of many phases of the examination pro- 
cedure. Reference is made to “solvency”, 
but nowhere is there any indication that 
procedures are curtailed where the company 
is obviously far from insolvent. Instead, the 
approach is generally a detailed examination 
except where the company is too large to 
make this approach practicable. 

The discussion in Volume 4 makes a good 

case for uniform accounting for the ex- 
penses of property insurance companies, as 
a valuable tool of management and in con- 
nection with rate-making. It appears, how- 
ever, that the careful allocation of expenses 
among functions and classes of insurance 1s 
of almost no value since no attempt is made 
to allocate the expenses to the periods to 
which they apply. To charge all expenses 
to the period in which they are incurred 
(which is required insurance accounting) 
onight be likened to a cost accounting sys- 
tem in which no inventories are taken into 
account. For rate-making purposes, it has 
apparently been accepted that expenses in- 
curred are to be related to premiums earned. 
Commissions paid to obtain the business and 
premium taxes paid aggregate perhaps 25% 
of such premiums, and there are of course 
other expenses relating to income to be 
earned in future periods. If there is merit in 
considering that these costs should be pro- 
rated over the premiums as they are earned 
over a period of time, undue reliance on 
allocations made without regard to time can 
only result in improper conclusions. This 
problem is discussed from a different view- 
point in Volume 4. 

These volumes, like the first two, should 
be on the shelves of all those interested in 
the insurance field, in the general subject of 
regulation, in accounting principles and sys- 
tems or in auditing practice. They are par- 
ticularly valuable for reference for public 
accountants engaged in practice in the insur- 
ance field. 

PauL W. PINKERTON 


(Continued on page 732) 
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Miao 76 W. Pon 


Look above and see how you can get 
cleaner, sharper copies from your direct 
copying machine. 


The revolutionary new Transface translucent 
master form is printed both sides for 
maximum opacity of image and quality 
reproduction. That’s the big difference 
between Transface originals and ordinary 
master sheets. 


See for yourself what a difference it makes 
in your results. Try Transface, the best 
original on the market. 


Phone or write us and we'll be glad to send 
you samples to try on your own machine. 
No obligation of course. 


%€ white Printing —Ozalid, Bruning 
and other direct copying machines 


translucent ANALYSIS PADS 
with reproducible and non-reproducible rules 


i CUSTOM DESIGNED FORMS 
for every office use 
FEDERAL and STATE TAX FORMS 


FACE 


TRANSFACE PROCESS COMPANY 
333 Hudson St., New York 13, WAtkins 4-5985 


dealers throughout the United States 


specially designed accounting work schedules now added 
NEA to the nation’s most widely-accepted line of diazo forms 
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An Invitation to Success 
The new CPA STUDY WORK- 


SHOP invites you to enroll now for 
a detailed review of all four CPA ex- 
amination subjects, with special em- 
phasis through practical examples on 
the techniques of approaching and 
answering examination questions. The 
faculty of CPA’s and attorneys has 
been selected for its academic back- 
ground. Classes for the May 1955 exam 
commence the week of November 29th. 
CPA STUDY WORKSHOP 
141 East 44th Street © New York 17, N. Y. 
School 
480 Lexington Ave. © New York 17, N. Y. 
MUrray Hill 7-3544 
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e INDUSTRIAL PLANTS e 
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Annual Continuous Service 
Engineering Reports 
Architectural and Engineering Services 


LOCKWOOD GREENE 
ENGINEERS, inc. 


10 RocKEFELLER PLaza, New York 20 
CIrcle 7-7892 
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(Continued from page 730) 
Montgomery’s Federal Taxes (35th Edition) 
Edited by Philip Bardes, James J. Mahon, 
Jr., John McCullough, and Mark E. Rich- 
ardson. THE RoNnALD Press ComPany, 
New York, N. Y., 1954. Pages: xii + 21 
parts—931; $15.00. 

The 35th Edition of Montgomery’s Federal 
Taxes is the first edition to be prepared 
since the death of Col. Montgomery in 
1953. Some of his partners and associates 
at Lybrand, Ross Bros. & Montgomery are 
carrying on with a book dedicated to him. 
The book is entirely new, and carries out the 
editors’ stated intention of preparing it pri- 
marily for “managers and owners of business 
enterprises, corporate executives, investors, 
and their professional advisors.” The lang- 
uage is that of the layman to the fullest 
extent possible, although a certain amount of 
the jargon of the tax practitioner necessarily 
found its way into the book. The authors 
and editors have, however, managed to omit 
quotations of court decisions and rulings to 
a very considerable extent and to limit their 
references to the 54 Code. 

The book is based on the Internal Revenue 
Code of 1954 and is, therefore, “the latest 
word” in this vast field. It is divided into 
21 chapters or “parts” ranging from 10 
pages on “What Is Not Income” to 130 
pages on “Corporations.” An important por- 
tion of each chapter is devoted to setting 
forth helpful “Opportunities for Tax Plan- 
ning.” A general index at the end of the 
book supplements a detailed table of contents 
which precedes each chapter. There are, in 
addition, tables showing the points in the 
book at which the several sections of the 
Code and of Regs. 118 and 129 are referred 
to. All these should enable the user to pin- 
point his problem and the solution with the 
greatest of ease. 

Of necessity, and as a matter of choice, 
the authors have been forced to restrict the 
coverage of problems of special types of 
taxpayers, of specialized procedural rules, 
and of exceptions to general rules when the 
exceptions are of minor importance or affect 
only very small groups of taxpayers. Refer- 
ence to the ’54 Code and cross _ references 
within the book are given wherever helpful, 
which means that they are found in great 
profusion. 

The book is obviously a compilation of 
materials prepared initially by several differ- 
ent contributors. While the treatment is uni- 
formly of a high caliber, the exact approach 
varies from chapter to chapter. In some, the 
style is free-flowing; in others, a series of 
rules have been set forth. In all, we have 
here an excellent edition of a well-knowt 
book and the promise that the death of Col. 
Montgomery last year will not see the end 
of this series of tax books which has served 
the practitioner so well. 


Ratpx G, LEDLEY 
(Continued on page 734) 
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How to Solve 
CLERICAL 
PROBLEMS 


Automatically 




















You’ve heard a lot about push- 
button techniques and the me- 
chanical-brain equipment that 
have been developed to cut cler- 
ical costs and improve office 
procedure. 

If you’ve thought that these 
developments are ‘‘too rich for 
your blood,”’ there’s a surprise in 
store for you at STATISTICAL. 

Today, this organization pro- 
vides clerical service that utilizes 
the newest electro-mechanical 


t 





equipment. It’s a service that 
makes the advantages of these 
wonder machines available wher- 
ever there is a clerical problem 
and on a basis that is most prac- 
tical and economical. 

If you have been looking for a 
way to cut clerical costs to a 
minimum, STATISTICAL can help 
you do it—AUTOMATICALLY. 
Just phone WHitehall 3-8383 and 
one of our methods engineers will 
give you the complete story. 


stc 


STATISTICAL TABULATING COMPANY 


Established 1933 + Michael R. Notaro, President 


89 Broad Street, New York 4, New York x Phone WHitehall 3-8383 


Chicago »« New York « St. Lovis «e Newark « Cleveland 


TABULATING + CALCULATING » TYPING » TEMPORARY OFFICE PERSONNEL 
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Are fixed asstts’ 
“things” or 
accounting entries ? 


@ Management’s responsibility 
to its stockholders for property 
accountability, protection and 
control requires a provable per- 
petual inventory of the property 
items recording their description, 
location, cost, and value. 


American Appraisal Service will 
assist management in preparing 
and maintaining such a record. 
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INSURANCE ADVISER 
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Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 
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COMPTOMETER OPERATORS 


Operators on our payroll — We bill you. 


Inventories, Audits, Etc.-In your office or ours. 


A. J.HUMBY BUSINESS SERVICE 


1674 BROADWAY, NEW YORK 19—CO 5-6981 
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Cost Accounting, Fourth Edition 


By W. B. Lawrence and John W. Rus- 
winckel. PRENTICE-HALL, INc., New York, 
N. Y., 1954. Pages: iii-xii + 659; $9.25. 


This is the long-awaited revision of a very 
popular basic text. In undertaking the re- 
vision, Professor Ruswinckel had before him 
a text which was considered an authoritative 
work in this country and in many foreign 
countries and appeared in Spanish, Chinese, 
and Japanese translations (Preface to third 
edition). 

The new revision follows the basic pattern 
of the old book with some changes in se- 
quence. Accordingly, the first two chapters 
deal with definitions of terms, explanations 
of the flow of costs, and a review of the 
books of original entry used in a cost sys- 
tem. ‘This is followed by seven chapters de- 
voted to an explanation of the elements of 
three of these chapters concerning 
themselves with indirect costs. The explana- 
tion of cost systems is preceded by a chapter 
dealing with periodic statements. A_ single 
chapter is devoted to specific-order cost ac- 
counting, two chapters cover process cost 
accounting including joint and by-product 
costs, three chapters are concerned with 
standard costs, and a single chapter following 
standard cost examines the problem of cost 
estimates and estimated cost accounting. The 
position of the chapter on estimated cost as 
following the section devoted to standard 
costs is a departure from customary practice 
and is justified by the author on the ground 
that estimated cost accounting “is not a satis- 
factory substitute” for standard cost ac- 
counting. 

The balance of the book contains a series 
of chapters devoted to the following topics: 
distribution cost, direct costing, specialized 
cost treatments, budgets, cost and volume 
production, capacity costs, cost relationships, 
graphic charts, and uniform methods. This 
is followed by a section containing an ade- 
quate supply of problems of varying length 
including problems from American Institute 
of Accountants’ examinations. 

The reader will find much of the old book 
in this new edition. The first five chapters 
running through labor costs are similar to 
the old edition except for the injection of 
new forms and the addition of some new 
topics. Chapters six through seventeen (in- 
direct costs through cost systems) have been 
completely revised. The very short chapter 
on distribution cost as. well as the section 
dealing with direct costing (Chs. 18, 19) are 
new. The rest of the text (Chs. 20-26) is 
identical with the previous edition. 

It can be seen that the pattern of the text 
with minor exception follows the traditional 
approach of first dealing with the elements 
of cost and following this with cost systems 

(Continued on page 738) 
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Help Wanted: 20¢ a word, minimum $5.0, 

Situations Wanted: 10¢ a word, minimum $2.0) 

Business Opportunities: 15¢a word, minimum $3.00, 
Box number, if used, counts as three words, 

Closing Date—15th of month preceding date of 
_Pub lica ation. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service: Desk provided 
for interviewing. $6.00 per month, Directory 








Listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street ). 
‘Abention Mr. Anctiiah 


Save Time, Money and Energy! 

TAX RETURNS REPRODUCED in Form 
Acceptable by both Federal and State Gov- 
ernments. 

REPORTS TYPED Accurately and Attrac- 
tively! Thoroughly checked—ready for pres- 
entation. 

LILLIAN SAPADIN, 
MU 2-5346. 


C.P.A., 41, established firm will pay double 
annual gross for purchase of practice, or 
individual accounts. $30,000.00 available. Box 
784, New York C.P.A. 


C.P.A., 37, 13 years diversified experience, 
own practice, $8,000.00 gross, available 8-10 
days monthly, seeks partnership or associa- 
tion with established practitioner. Will in- 
vest if necessary. Box 785, New York C.P.A. 


C.P.A., age 32, own practice, desires per 
diem arrangement with overburdened C.P.A. 
with oe ai possibilities. Box 789, New 


York C.P.z 


C.P.A.—Age 39 — Small practice — Seeking 
association with an older practitioner who 
is looking forward to retirement. Box 791, 


New York C.P.A 


501 Fifth Avenue, 




















Your Canadian Partner 


Montreal firm desires association with New 
York or national firm having present or 








prospective Canadian interests. Box 79, 
New York C.P.A. 
C.P.A. — $7,500 Gross (practice requires 


about 10 days a month to service) Seeks an 
association with old established C.P.A. firm. 
Background includes 14 ae’ as top senior 
with well-known C.P. firms. Unusual 
varied experience in more than 20 industries. 
Pleasant personality. Box 793, New York 
C.P.A. 


C.P.A., 37, Society member, with a gross 
practice of $22,000.00, -desires partnership 
with an established accounting firm. Box 
795, New York C.P.A. 


Government Approved TAX FORMS RE- 
PRODUCED. You prepare one translucent 
form (available this office). We reproduce 
as many EXACT copies as required. ACME 
SECRETARIAL SERVICE, 160-16 Je 
maica Avenue, Jamaica, OLympia 8-2393. 
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BUSINESS ( OPPORTUNITIES 





EPA , 30, own practice seeks permanent or 
iemporary per diem work or arrangement 
leading to partnership or purchase. Box 
798, New York C.P.A. 





Typing Service 
Trust and Estate Accountings 
Best References 
Tel. GRamercy 5-1832 


EMERGENCY ? 
Experienced temporary personnel to work in 
your office or clients’. Bookkeepers, statistical 
typists, comptometer operators, stenogra- 
phers, clerks, etc., at reasonable hourly rates. 
Calculating in our office at all times. 
Beacon, SERVICE LO 5-0350 


; SITUATIONS WANTED | 


Work at Shame 
Comptometrist—own machine. Diversified 
experience with C.P.A. specializing inven- 
tories. Will pick up, deliver. Lillian Young, 


B A 9-2755. 


St: tistical Typist—Fast Accurate Experi- 
enced Rush Job Specialist available any hour 
any day $2 per hr. Current local references. 
Lynne Lockwood -ACademy 2-9462. 











C.P.A., 38, Society member, former Revenue 
Agent, own modest practice past 8 years, 
will assist your tax department on per diem 
basis through March 15. Box 786, New 
York C.P. A. 


PAY 15 years private and public acount- 
ing—taxes, audits, write- wg Saturdays only. 
Box 787, New York C.P.A 


Ruscuiive Aesstentens 
Controller, Treasurer or Assistant—CPA, 
Presently Controller AAA-1 Cor- 


age 35. 
Fifteen years Private and Public 


poration. 


experience taxes, audits, costs, Piatt 
budgets. Box 788, New York ui? 
GPA... 3 . Society ‘member, 1 years rs diversi- 


fed experience seeks permanent position or 
per diem work, car owner. Box 790, New 
York C.P. A. 


CP.A 33, extensive e and “divers: fied experi- 
ence, seeks short-term or long-range per 
diem arrangement. Car owner. Box 794, 
New York C.P.A 





C.P.A.—11 years heavy diversified experi- 
ence seeks responsible position in public or 





Private accounting. Box 796, New York 
C.P.A 

ee Part-time, C.P.A. 

Society member, modest own practice, ex- 


perienced audits, reports, taxes, avi ailable per 
diem or pz urt- yw arrangement. Box 797, 
New York C 
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able time reading 
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interviewing many prospective appli- 
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Licensee 


This has been our task for 
thousands of firms since 1939. 


Our interviewers are educated and 
experienced in the fields of personnel 
and accounting. 


* 
We do a professional job 
« 
¢ BOOKKEEPERS 


Full Charge 
Assistants 
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SERVICE 
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Call: 
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SITUATIONS WANTED 





ACCOUNTANT, per diem by accountants. Ex- 
perience: senior; small, medium __practi- 
tioners; manufacturing, retail, wholesale, 
services, contractors, oe real estate. Box 
799, New York C.} 








( CPA ., 38, Society member, 14 years diversi- 
fied experience, own small practice, seeks per 
diem arrangement with overburdened prac- 
titioner. Car owner. Box 800, New York 
GEA: 





Tax Attorney—C.P.A. 
Extensive, diversified experience in all phases 
of tax work. Background includes tax plan- 
ning, tax litigation, corporate tax work, and 
tax examinations. Able brief writer, re- 
searcher and tax advisor. Highest refer- 
ences. Desires association with accounting 
firm having future potential. Box 801, New 
\ or k ¢ Ge," 
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and other related topics. The emphasis on 
cost-keeping which was the bench-mark of 
the earlier edition is evident in the revision. 

It would appear that in attempting to 
modernize Lawrence’s text, Professor Rus- 
winckel has retained much of the flavor and 
body of the old edition. To those seeking 
to stress developments in cost accounting 
concerned with what is so frequently re- 
ferred to as the “managerial approach,” this 
book will appear to be a bit of a disappoint- 
ment. To those concerned with the important 
task of cost-keeping, the revised edition is 
indeed a more readable and more teachable 
text than the earlier edition. 


MICHAEL SCHIFF 


Graduate School of Business Administration 
New York University 
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Binding 
THE NEW YORK CERTIFIED 
PUBLIC ACCOUNTANT 


When the magazines constituting the 
volume are supplied by the subscriber 
the binding charge is $3.25, plus 3% 
N.Y.C. sales tax. Each bound volume 
includes twelve issues. 
* 

Bound in brown fabric with title, dates 
and volume number stamped in gold. 


* 
Missing numbers will be supplied, if 
obtainable, at 50 cents each. 

* 
Binding orders and the magazines to 
be bound should be mailed or de- 
livered to 


THE NEW YORK STATE SOCIETY OF 


CERTIFIED PUBLIC ACCOUNTANTS 
677 Fifth Avenue 
New York 22, N. Y. 
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VALUABLE PAPERS & RECORDS INSURANCE 
Should be carried by Accounting Firms 


® Covers cost of reproducing worksheets, clients’ bookkeeping records 
and other valuable data destroyed or damaged by fire, explosion, water, 


theft, vandalism, ete. 


e lor particulars or a premium estimate phone or write 


HERBERT L. JAMISON & CO. 


270 MADISON AVENUE, NEW YORK 16 ¢ MUrray HILt 9-1104 
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Make Your ‘pick and shovel” Work pay! 





" Tum the routine figure tabulation on 
» your accounts into a real profit by turn- 
ing the job over to R & S. The cost of 
this service is trifling, the figures fast 
and accurate. 

You'll be freer to pick up more busi- 
ness and you'll be able to handle more 
and more accounts profitably with R&S 
doing your “pick and shovel” work! 








Punched card and manual tabulation. Tax 
reports — accounting reports of all types 
R&S is your service bureau for ’live’ facts. 
Write Dept. CP! for the R & S service booklet, 
“Bring Your Figures up to Date” 


RECORDING & STATISTICAL CORPORATION 


your service bureau for ‘live’ facts 
100 Sixth Avenue - New York 13, N. Y. 
WOrth 6-2700 
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A MUST for ACCOUNTANTS 
DEPRECIATION TABLES 


under the 1954 Internal Revenue Act 
Prepared by Albert A. Hirsch, C. P. A. 


Including a concise explanation of each method 


46 Pages of Vital Statistics 


These tables are immensely valuable to everyone concerned with determining 
depreciation policy. They show at a glance which of the following methods should 
be used as part of a sound accounting procedure, as well as to OBTAIN MAXI. 
MUM TAX BENEFITS. 

1. Straight-Line method 

2. Declining-Balance method 

3. Sum-Of-The-Years’ Digits (SOFTY) method 
The tables are contained in a handy, pocket-size book. Presented in a convenient, 
comparative manner, they show the annual rates of depreciation for useful lives 
from 3 to 50 years, as well as Cumulative Rates. Treatment of mid-year acquisitions 
is illustrated. 


. send for it TODAY! Priced at $2.50 
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Tax Practice—IV 
W: previously reached these con- If, in connection with the basic 
clusions: Since income determi- legal problem, the accounting offshoot 
nation is involved, the public has is more than “incidental” and the 


naturally gravitated to the accountant 
for the preparation of tax returns, 
tax-planning work, and administrative 
review of returns. Since special skills 
are needed in litigation for presenta- 
tion of a case, the public has, with the 
same naturalness, flocked to the law- 
yer when a tax case gets to the courts. 

There is no desire to over-simplify 
the situation. It is not all black and 
white. There are many grays. Income 
determination does not exist in an ac- 
counting vacuum. Many legal prob- 
lems are interwoven and require prior 
resolution. So, also, the lawyer i in pre- 
paring contracts or in his ‘ “corporate” 
practice must deal with accounting 
problems. 


In recognition of this close affilia- 
tion, the accountant is required to 
study and pass an examination in the 
various branches of commercial law 
to become a CPA. The alert lawyer 
becomes exposed to the fundamentals 
of accounting, either through school- 
ing or the hard knocks 6f experience. 
But that does not make the CPA a 
lawyer, or the lawyer a CPA. Nor 
does it mean that the public has to or 
should go running to both the lawyer 
and the accountant merely because an 
element in a legal problem is an ac- 
counting matter or vice-versa. 


The resolution is a practical one. 
Where the basic thing is accounting, 
an incidental legal question can be 
taken in stride by the accountant. 
Where the basic thing is a legal prob- 
lem, an incidental accounting question 
can be taken in stride by the lawyer. 
That is common sense. That is some- 
thing the public understands. That 
is something it will “buy”. 


1954 


lawyer or the client feels the need for 
consulting an accountant, that does not 
mean that the accountant then takes 
over and is king-pin. The situation 
remains a basic legal problem, with 
the lawyer at the helm utilizing the 
assistance of the accountant. Con- 
versely, in what is basically an ac- 
counting problem there may be im- 
bedded a legal matter of such nature 
that the accountant or client may need 
a lawyer’s assistance to resolve the 
legal phase. The problem is still an 
accounting problem, with the accoun- 
tant at the helm utilizing the assistance 
of the lawyer. 

Let’s summarize. Income taxes, the 
legal profession, and the accounting 
profession are not new things. The 
public has worked comfortably and 
concurrently with all three for close to 
a half a century. The public has de- 
cided through experience over the 
years that it wants to deal with the ac- 
countant in tax-return planning, pre- 
paration, and administration because 
income determination is made of the 
stuff that constitutes the accountant’s 
specialty. The public has also decided 
that in tax litigation it is the lawyer 
who is supreme. The public choice is 
in tune with the logic of the situation 
as well. 

The public can’t be pushed around. 
The public can pretty well gauge what 
it needs for its own protection. For 
one profession to force itself or the 
public into the domain of the other 
just won’t do or go. The accountant 
and the lawyer will be well advised to 
abide by the public’s choice and the 
public’s delineation of their respective 
fields. 

J. S. Seman 
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Problems Incident to the First 
Engagement with a Client 


sy Witi1am P. Stowe, C.P.A. 


This article reviews certain special problems encountered by the 
public accountant in arranging for and carrying out the first 
engagement with a new client. 


blood of any concern, 

whether it be professional or 
otherwise, is dependent upon new 
business—so it is difficult to consider 
a new client a problem. Nevertheless, 
here we encounter some of the knot- 
tiest problems of the public accountant. 
| shall attempt to cover those major 
problems most common to the first en- 
gagement with a new client. 


HE life 


It is a pleasant morning when Mr. 
Double Check, CPA, receives an in- 
quiry as to audit from Mr. New 
I‘riend, President of Seldom Heard 
Company. The accountant’s first 1m- 
pulse is to jump at the opportunity to 
add a new client to his list. He ar- 
ranges for an appointment with Mr. 
New Friend, but before agreeing to 
act as auditor, he realizes (on second 
thought and, perhaps, from past sad 
experiences) that he must first deter- 
mine the desirability of the account, 
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the American Institute of Account- 
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Mr. Stowe has served on com- 
mittees of the Society and currently 
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the purpose of the examination’ and, 
equally important, the fee. 


Background of the Prospective 
Client and Its Executive 
Personnel 
Who is Mr. New Friend, and what 

is the business of the Seldom Heard 
Company? Our accountant has an en- 
viable reputation in his community and 
his clients are well known for their 
integrity and financial responsibility. 
His services are for sale, but not his 
reputation. Therefore, before getting 
too involved, he will inquire as to the 
nature of the business of Seldom 
Heard Company and its financial repu- 
tation. He will inquire as to Mr. New 
I‘riend, as well as the other executives 
of that company. He probably will 
obtain a Dun & Bradstreet report. It 
is also possible that some information 
as to the Company’s general back- 
ground may be obtained from bank 
officials or others. If the company has 
had previous auditors, he will inquire 
as to the reason for the change—or- 
dinarily, it would be appropriate to 
contact them in order to verify the 
reason given. 


Purpose of the Examination 


Coincident with this inquiry, the 
auditor will determine the purpose of 
the examination. The purpose may be 
of a routine nature. On the other 
hand, it may 1elate, fer example, to 
differences of opinion among. prin-i- 
pals or a suit by minority stockholders. 
Again, it may be that the company has 
gotten itself in a difficult tax position 

perhaps knowingly. Our auditor 
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Problems Incident to the First Engagement with a Client 


knows from bitter experience that, 
despite his integrity, he can seldom 
satisfy all of the parties to a con- 
troversy. 


Arrangements Concerning the 
Accountant’s Fee 


Assuming that our auditor finds the 
account desirable, and the purpose of 
examination appropriate, the next 
problem will be the determination of 
the fee. Mr. New Friend, being a 
good business man, is not accustomed 
to permitting his company to buy a 
“pig in the poke.” He will inquire as 
to what it will cost his company. The 
auditor quotes his per diem rates, but 
the president will still say, “Yes, but 
what is it going to cost?” He does not 
realize that because the auditor lacks 
knowledge of the company’s specific 
problems, and because he has no 
definite information as to the condi- 
tion and availability of the records to 
be audited, he is precluded from mak- 
ing an accurate determination of time 
requirements before he has had some 
experience with the engagement. Mr. 
Double Check is in the same difficult 
position you and I have been placed in 

that of not wanting to estimate a 
fee so high that the engagement will 
not be obtained, and certainly not to 
estimate such a low fee that the work 
will be unprofitable. He will have to 
rely upon his past experiences and 
judgment based upon a cursory review 
of records and financial statements. 
Ordinarily, arrangements may be made 
based upon designated per diem rates 
with a fee not to exceed a certain max- 
imum amount. 

Along this line, Chapter 12 of the 
CPA Handbook of the American In- 
stitute of Accountants states that in 
reply to a questionnaire, seventy-five 
per cent of the responding accountants 
stated that they give special fee con- 
sideration to new clients only in ex- 
ceptional cases; and in those cases, 
usually. to smaller businesses having 
prospects of future growth. Some 
stated a belief that a reduction of fee 
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has special justification on new engage- 
ments, on the theory that obtaining 
familiarity with the affairs of a new 
client should be considered an element 
of cost to be borne by the new auditor. 
A word of caution—this theory should 
not be carried te the point where it 
results in practices that might be con- 
strued as unethical competitive bidding. 


Review of Previous Audit Reports 


After our friend has overcome these 
hurdles and now has a client, he is 
somewhat in the position of the groom 
after he has returned from his honey- 
moon. He has to learn to live with his 
wife, in this case, the new client. He 
must now gear his audit to the poli- 
cies, procedures and records of his new 
client. If the company had previous 
auditors of recognized standing, the 
new auditor’s problems will be some- 
what reduced. He will obtain copies 
of the audit reports and review them 
for prior years with particular atten- 
tion to the latest year. He will give 
special attention to any qualifications 
or exceptions appearing in the ac- 
countants’ reports. If he finds the re- 
ports to be reasonably comprehensive 
and informative, he may then be jus- 
tified in making a reduction in the 
amount of research into prior history 
ordinarily required. His report to his 
new client is his responsibility, so it 
is incumbent upon Mr. Double Check 
to be satisfied that the statements on 
which the predecessor expressed an 
opinion contain no apparent material 
inaccuracies or omissions, and that the 
statements presumptively were pre- 
pared in accordance with generally ac- 
cepted accounting principles. 


Review of Client’s Accounting 
Methods and System of 
Internal Control 


In any event, it is necessary for 
him to be informed of the company’s 
past history and the background of its 
accounts. He must become familiar 


with the accounting methods in use and 


the system of internal control em- 
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ployed. If the company has not had 
the benefit of previous independent 
auditors it is quite likely that its ac- 
counting procedures and internal con- 
trol will not have been developed to 
the proper extent. In order to become 
acquainted with the company’s system, 
he will outline the flow of transactions, 
nature of records kept, the names and 
duties of key emp!oyees and their func- 
tional relationship to each other. Not 
only will this help our auditor in the 
preparation of his program for audit, 
but it will give him material for future 
conferences with the president in which 
he may suggest procedural and control 
improvements. This will provide an 
opportunity for him to render some 
management services, which were so 
well described this morning*. His re- 
view will include a comprehensive 
study of accounting principles and 
policies followed with respect to such 
items, among others, as the determina- 
tion of income, that is, accrual or cash 
basis, or modifications thereof ; policies 
with respect to recognizing doubtful 
receivables; the basis of stating in- 
vestments, inventories, and fixed as- 
sets; depreciation policies; and the 
method of accounting for prepaid ex- 
penses and deferred or accrued items. 


Preparation of Tentative 
Audit Program 


With this information, a tentative 
program may now be prepared which 
will provide for testing based upon as- 
sumptions regarding the functioning 
of the internal control. If the auditor 
finds out the tests do not support the 
represented controls—he will revise the 
program during the course of the 
audit. As it is difficult to establish a 
detailed program on a first engage- 
ment —his original program will be 
preliminary in nature and be filled in 
during the early phase of the audit. 





*See “Some Aspects of Performance of 
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Time Schedule for Performance 
of Audit Work 


Our contemporary undoubtedly has 
committed himself to submit his re- 
port by a certain date—possibly at the 
insistence of President New Friend. 
As is so often the case, the accountant 
will find that tight time scheduling will 
be required. With the cooperation of 
the company’s internal accountants, the 
date for the inventory-taking will be 
established as well as the dates when 
the records will be first closed and the 
dates when various subsidiary records 
will be available for audit. Our auditor 
will probably plan to do some prelimi- 
nary auditing prior to the closing date, 
particularly if that date is December 
31st. This will be necessary due to the 
abnormal number of clients who close 
their books on December 31st even 
though that date does not necessarily 
represent the close of their annual 
business cycle. Our accountant will be 
helping himself, as well as our pro- 
fession and campaigns being carried on 
by committees of our professional so- 
cieties, by being alert to opportunities 
to urge his clients to adopt a “natural 
business year”. 


Review of Certificate of Incorpo- 
ration or Partnership Agreement 


Now with respect to audit pro- 
cedures peculiar to the first: engage- 
ment of this client—If Seldom Heard 
Company is a corporation, the auditor 
will inspect the charter or certificate 
of incorporation, as well as subsequent 
amendments, and the minutes pertain- 
ing to the original organization and 
generally review all recorded minutes. 
If this charter is not readily available, 
it will be necessary to obtain a con- 
firmation of incorporation from the 
appropriate department in the state in 
which the corporation was organized. 
If the concern is a partnership, the 
partnership agreement and/or other 
pertinent documents will be inspected. 


Management Services by CPAs”, by Roge: 


Wellington, C.P.A., in The New York Certified Public Accountant, August, 1954, page 492. 
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It is my feeling that these steps should 
be taken regardless of previous audits. 
Imagine the auditor’s embarrassment 
if he later finds out that he has is- 
sued a report on a corporation whose 
charter has expired, or it is pointed 
out to him that the authorized or paid- 
in capital has been mis-stated in his 
report. 


Analysis of Capital and 
Surplus Accounts 


The capital and surplus accounts will 
be analyzed from inception of the busi- 
ness to determine the nature of the 
entries therein and the possible ex- 
istence of write-ups or write-downs of 
assets, reorganizations, etc. His analy- 
ses may not require reference to books 
of original entry, but may be prepared 
from annual reports or the working 
papers of a previous auditor, if such 
data are available. 


Review of Opening Inventory 


Probably one of the most difficult 
problems to be encountered by the 
auditor will be in connection with the 
inventories at the close of the preced- 
ing year. If there had not been pre- 
vious examinations by auditors cf rec- 
ognized standing and if the amounts 
for inventories are significant in the 
determination of income, it will be 
necessary to extend his audit to include 
this prior inventory. Obviously, it will 
be difficult, if not impossible, to test 
quantities, and to that extent, it may 
be necessary for the auditor to qualify 
his opinion of the operating statement. 
In all other respects, he will perform 
somewhat the same audit of the prior 
inventory that is contemplated in re- 
spect of the closing inventory. How- 
ever, our auditor will closely observe 
the care exercised by his new client in 
determining the closing inventory and 
the soundness of policies followed in 
connection with that inventory. If he 


is satisfied on this point, the price tests 
and review for obsolete items at the be- 
ginning of the period conceivably may 
be less extensive in scope than other- 
wise would have been required. 


Summary of Fixed Assets 

and Related Accounts 

With respect to fixed assets, our 
auditor friend will prepare a summary 
of the principal accounts by years, if 
possible from inception of the con- 
cern. This summary will indicate 
changes in assets as well as changes 
in the related allowance accounts. The 
bases for, and rates used, in computa- 
tion of provisions for depreciation, 
amortization, and depletion will be ob- 
tained. Mr. Double Check’s audit will 
include consideration of the title to the 
properties. This will require some ex- 
ercise of judgment. However, an in- 
spection of its deeds, leases, tax bills, 
etc. will ordinarily support these items, 
and, of course, will be in addition to 
the audit of operations of the year 
under review. 

As the audit progresses, he will be 
quick to appraise the abilities of those 
in charge of the accounting records 
and to familiarize himself thoroughly 
with the company’s financial policies. 
This knowledge will be essential to the 
exercise of proper judgment as to the 
required extent of review of account- 
ing records. 

* * * 


I have attempted only to highlight 
the principal types of problems and 
the omission of others is not intended 
to imply that they are not significant 
or not necessary. I am sure you will 
join me in the thought that auditing 
can never be reduced to a mechanical 
or routine procedure — and that the 
auditor’s judgment will continue to be 
his principal tool in the application of 
auditing technique. 
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Treatment of Partnerships Under the 
New Tax Law 


By Hersert M. MANDELL, C.P.A. 


RIOR to the enactment of the 1954 
Internal Revenue Code, the details 
of the taxation of partners and part- 
nerships were based primarily on court 
decisions, regulations and administra- 
tive rulings, which were often contra- 
dictory. The new Revenue Law has 
attempted to clarify this situation by 
codifying these court decisions, regula- 
tions and administrative rulings in a 
definite and precise form. In addition, 
many new provisions have been incor- 
porated into the 1954 Code. Some of 
these are designed to close loopholes in 
the old law, such as the use of a part- 
nership as a device for the converting 
of ordinary income into capital gain. 
This article covers the operation of 
partnerships under the new tax law 
and includes these topics: 
1. Basis of Partnership Interests 
and Partnership Property. 
2. How Partners Determine Their 
Distributive Shares of Income 
and Loss. 
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tember 14, 1954 at the Hotel Statler 
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3. Taxable Years of Partnerships. 
4. Treatment of Transactions be- 
tween Partners and Partnerships. 
Treatment of Partners’ Salaries 
and Payments for the Use of 
Partners’ Capital. 

6. Sales of Partners’ Interests. 

7. Distributions of 

Assets. 


on 


Partnership 


8. Payments for Retiring or De 

ceased Partners’ Interests. 

9. Election of Partnerships to be 

Treated as Corporations. 

A partnership, as heretofore, is rec- 
ognized as an entity. It is, however, 
an income-reporting entity, not a tax- 
able entity. In this regard, therefore, 
the elections affecting the computation 
of taxable income derived from a 
partnership are to be made by the part- 
nership and not by the individual part- 
ners. Some of these elections are the 
methods of depreciation; methods of 
accounting, that is, whether to file on 
a cash or accrual basis; and the option 
to expense intangible drilling costs in 
the case of oil ventures. 

The effective date of the new law 
affecting partnerships is generally any 
taxable year beginning after December 
31, 1954. Therefore, partnership tax- 
able years beginning prior to January 
1, 1955, are still taxable under the old 
law. However, there are other effec- 
tive dates for special provisions of the 
law. April 1, 1954, for example, is 
the effective date for the new provi- 
sions with respect to the taxable years 
of partnerships. 


Basis of Partnership Interests and 
Partnership Property 


As under the old law, no gain or 
loss is recognized to the partnership or 
to the partners upon the contribution 
of property to the partnership in ex- 
change for an interest in the partner- 
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Treatment of Partnerships Under the New Tax Law 
ship. The basis to the partnership is is dependent upon the tax basis of a 
the basis of the property to the con-  partner’s interest. 
tributing partner. Where a partner contributes to the 
Example: ° partnership property that has an ad- 
Partner “A” contributes property with a justed basis to him which is less than 
. basis of $20,000, which property is worth the value of the property at the time 
$50,000 at the time of contribution. The that it was contributed to the partner- 
S. basis to the partnership for depreciation re lenreciatices ‘or ani Oa tha oan 
nc purposes and subsequent sale is $20,000. ship, cepreciato Sé — 
_ Pie balks a aos _.. of the property is allocable to the part- 
" ; Seo Rake — rest IS ners as if the property had been pur- 
ine money honuele uted Dy res erg chased by the partnership for an 
plus the ying’ basis 7. or oe amount equal to the basis of the prop- 
ip property that he contributed to the erty, However, if the partnership 
partnership. This amount is increased agreement were to provide otherwise 
: each year by the partner’s distributive shi. would not be mandatory. 
share of : ‘ 
age Aa Te Example 1: 
re a. Taso MaERE, “A” contributes $40,000, cash. 
b. tax-exempt income, and “B” contributes land to partnership: 
. c. excess of partnership deductions Basis ......scececececess oregon 
n for depletion over the partner- Value SE Rake eee rea $40,00( 
: hina Senaietk ‘tes aie Land sold BOGS ous, shi tad $40,000 
x ships basis 0 € property subd Boole: Gaitiwi ac. «si) soa edenie cs None 
e ject to depletion. SaSOne MOG o. cdtenasasennes $10,000 
n and decreased by his distributive share If partnership agreement is silent: 
a ot: “A’s” taxable income... «<%!. <5: $ 5,000 
t- a. losses, ‘B's taxable INCOME. ....+.+. $ 5,000 
t- ie . If agreement so provides: 
b. distributions, and “A”s” taxable income......... $ None 
1¢ . . 669 ,9? : > Inc > 
’ c. non-deductible expenditures. ss” taxable: incomes... soe. $10,000 
) . , 
ie yee ; : Example 2: 
n The i954 Code introduces a new rr 
ths diy eatinail tin ite beatae ob Assuming property (in above example) 
mn concept wit regard to the yaSiS Ora were machinery subject to a 10% depre- 
in partner’s interest. The partner’s dis- Giation Tate: 
tributive share of the partnership’s lia- Profit before depreciation.... $10,000 
= bilities is considered part of the basis Book depreciation ........... $ 4,000 
: of the partner’s interest. Tax depreciation ............ $ 3,000 
Ly ia BOOK, DSOUGs so c00 dem coe ae $ 6,000 
or Example: TAXADIG PIONO «5402.5 cacness $ 7,000 
os Partner “A” is a 50% partner. His If agreement is silent: 
ry capital account is $5,000. The liabilities of “A’s” taxable income.........« $ 3,500 
id the partnership total $4,000. “A’s” share (50% of taxable profit) 
c- of the liabilities is $2,000. The basis of “B’s” taxable income......... $ 3,500 
; A’s” partnership interest is $7,000. (56% of taxable profit) 
x If “A” were to sell his partnership inter- ie 23a Ia 
. “pr c “Dp” If agreement so provides 
IS est to “B” for $5,000, and “B” were to ae ; 
i- assume 50% of the liabilities of the part- A's taxable INCOME. .....++. $ 3,000 
os nership, the selling price would be $7,000. delhi (50% of book profit) 
No gain or. loss would be recognized to ss” taxable income......... 4,000 
An (Total taxable profit less 
se my, ee “A’s” reportable profit) 
[his provision that the liabilities of E foie i 
| 4 na stveaainte, attuen thes bane et t Note: “A” reports 50% of the book 
4 partnership affect the basis of a part- profit which gives effect to the full book 
nership interest is very important as depreciation. Inasmuch as only $3,000 of 
yr will be brought out later in the discus- taxable depreciation is available and “A” 
vr sion of the deductibility of losses in __‘/aimed $2,000 of this, there is only $1,000 
ae : ’ eae of depreciation available to “B”. 
n excess of ‘the basis of a partner’s in- 
c- terest. Also, the amount of gain or In- connection with this, it should be 
r- loss recognized in the case of a partner pointed out that regardless of the 
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method used, each partner’s interest is 
increased or decreased by the taxable 
income or loss reported. Therefore, 
the difference in the two methods wilt 
ultimately adjust itself upon the subse- 
quent sale or liquidation of the part- 
nership interests. 


How Partners Determine Their Dis- 
tributive Shares of Income 
and Loss 


As previously pointed out, a part- 
nership is a non-taxable entity and the 
partners are taxed on their distributive 
shares of income, whether or not that 
income is distributed. The new law 
directs that the distribution of the vari- 
ous items of income, deductions, gains 
and losses are to be made in accord- 
ance with the partnership agreement. 
However, where the agreement makes 
no provisions with respect to any of 
these items, these items are to be dis- 
tributed in the same manner that ordi- 
nary income and loss are distributed. 


Example: 

Partnership has ordinary income, capital 
gains and tax-exempt interest. The agree- 
ment provides ordinary income to be dis- 
tributed 50% to “A”, 50% to “B” and is 
silent with respect to other items. Capital 
gains and tax-exempt interest are dis- 
tributable 50% to “A” and 50% to “B”. 
The partnership agreement may pro- 

vide for different distribution ratios 
for each of the various items. How- 
ever, if the principal purpose of these 
different distribution ratios is one of 
tax avoidance, the Commissioner may 
disregard the partnership agreement. 


Example: 

Partner “A” is in high tax brackets. 
Partner “B” is in low tax brackets. Each 
has a 50% interest in the business. Profit 
for year is $20,000, as follows: 

Tax-exempt interest $10,000 
Other income $10,000 

The partnership agreement provides that 
the tax-exempt interest is payable to “A”, 
other income to “B”. This agreement might 
not be recognized. 


Notwithstanding the above, if the pro- 
vision of the partnership agreement 
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setting up special allocations for each 
of the various items of income or de- 


ductions has a_ substantial economic 
effect, the special provision of the 
agreement will be recognized. 


Example: 

Partner “A” is to receive all interest 
from tax-exempt bonds and partner “B” 
is to receive all dividend income from 
stock. This could have a_ substantial 
economic effect. Agreement would be 
recognized. 

The Committee reports seem to indi- 
cate that the facts indicated in the 
foregoing example might have a sub- 
stantial economic effect. Thus, partner 
“A” might realize a substantially dif- 
ferent amount of income through tax- 
exempt bonds than partner “B” would 
realize from dividend income. There- 
fore, according to the Committee re- 
ports, this agreement would be rec- 
ognized. 

The distributive shares of items that 
are required to be separately reported 
by the partners, retain the same char- 
acter in the individual partners’ tax 
returns as if they had been directly 
received by the partners. 


Examples of these items are: 
Capital gains and losses 
Charitable contributions 
Tax-exempt interest 
Dividends 


It should be pointed out that under 
the new tax law, dividends received 
by a partner are to be shown sepa- 
rately, in view of the dividends-re- 
ceived credits and exclusions allowed 
individuals. However, the effective 
date of the new law for partnerships, 
is January 1, 1955, and, therefore, the 
separate reporting of dividends is re- 
quired to be made by partnerships for 
taxable years beginning on or after 
that date. In view of the changes un- 
der the new law affecting individuals, 
it will be necessary for individuals to 
reflect dividends received from part- 
nerships separately for 1954 as the 
dividends-received credit and exclu- 
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sions are effective for individuals for 
the calendar year 1954. Furthermore, 
it would be necessary for such partner- 
ship return to reflect clearly the amount 
of dividends received, both prior to and 
subsequent to July 31, 1954, in view 
of the new dividend provisions affect- 
ing individuals. 

Under the new law, a partnership 
agreement may be drawn up or modi- 
fied at any time prior to the due date 
for the filing of the partnership return. 
This, however, does not include any 
extension that might have been granted 
for the filing of the partnership return. 
Therefore, agreements affecting the re- 
porting of 1955 income may be drawn 
up or modified at any time prior to 
April 15, 1956. Furthermore, regard- 
less of the number of modifications in 
the partnership agreement, the last 
agreement drawn prior to April 15, 
1956, would be the effective agreement 
affecting the 1955 return. 

A partner’s: distributive share of 
partnership losses is deductible by a 
partner only to the extent of the ad- 
justed basis of his partnership interest 
at the end of the partnership taxable 
year. Any excess of this loss over his 
basis is deductible in the taxable year 
in which the partner repaid the excess 
to the partnership. If such excess is 
repaid out of future profits, the loss 
would be offset against the profits in 
the subsequent year. 


Example: , 

Partner “A” contributes an asset valued 
at $5,000, which has a basis to him of 
$2,000. Partner “B” contributes cash of 
$5,000. Partnership loses $5,000. ‘“A’s” 
share of loss is $2,500, but only $2,000 is 
recognized in current year, unless “A” 
repays $500 to partnership. 

If, in the subsequent year, the partner- 
ship earns $6,000, “A” would report $2,500 
($3,000—$500) as taxable income. 


As previously discussed, if the partner- 
ship has liabilities, the partner’s dis- 
tributive share of these liabilities in- 
creases the basis of his partnership 
interest, thereby increasing the amount 
of loss a partner could claim. 
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Taxable Years of Partnerships 


As under the prior law, a partner 
includes his distributive share of part- 
nership income for the taxable year of 
the partnership ending within his own 
taxable year. 

Under the new law, a new partner- 
ship must adopt the same taxable yea 
as that of all of the principal partners. 
Moreover, an existing partnership can- 
not change to a taxable year different 
from that of all of its principal part- 
ners. A principal partner is defined as 
a partner having an interest of 5% or 
more in capital or profits of the part- 
nership. Inasmuch as most individuals 
generally file on a calendar-year basis, 
it would appear that most new part- 
nerships would have to adopt a calen- 
dar year basis unless, however, the 
individual partners adopt a fiscal year. 
It is important to note that if an indi- 
vidual wishes to adopt a fiscal year, he 
would be required to keep books and 
records, whereas individuals filing on 
a calendar-year basis are not required 
to keep formal books. 


A partnership may adopt a year 
different from that of its principal 
partners by making an application to 
the Treasury Department wherein a 
business purpose is established. The 
Committee reports do not cite business 
purposes that would qualify a partner- 
ship for adopting this different taxable 
year. In making the application, it 
would be necessary to satisfy the 
Treasury Department that the taxable 
year of the principal partners would 
not be a normal fiscal closing; in addi- 
tion, that it would not be feasible for 
the individual partners to adopt the 
fiscal year that the partnership would 
like to adopt. Therefore, if the princi- 
pal partners file on a calendar-year 
basis, in making the application to 
the Treasury Department, two items 
must be established: (1) The partner- 
ship could not adopt a calendar year 
and (2) the partners could not adopt 
the fiscal year that the partnership 
would like to adopt. 
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An existing partnership can, with- 
out showing business purpose, change 
its taxable year, providing all of the 
principal partners adopt the same tax- 
able year as the partnership. ['urther- 
more, the partnership may change to 
the same taxable year as that of all 
of the principal partners without show- 
ing business purpose. 

This last provision might offer a 
tax-saving opportunity to an existing 
partrership that has income for a fiscal 
year ending on January 31, 1955, and 
expects losses for the period from 
February 1, 1955, to December 31, 
1955. The partnership could, without 
establishing a business purpose, close 
its books again on December 31, 1955, 
and offset the losses for the eleven- 
month period ended December 31, 
1955, against the income earned for 
the period ended January 31, 1955. 
This, of course, assumes that the in- 
dividual partners file on a calendar- 
year basis. 

The new law affecting the taxable 
years of partnerships is effective for 
those years beginning after April 1, 
1954. With respect to partnerships 
that begin business prior to April 1, 
1954, or existing partnerships with fis- 
cal years beginning prior to this date, 
they still would be governed by the 
provisions of the old law. 

The taxable year of a partnership 
does not close upon the death or with- 
drawal of a partner, entry of a new 
partner, or sale of a partner’s interest. 
However, if the partnership termi- 
nates, or within a twelve-month period 
there is a sale of 50% or more of the 
total interest in partnership profits and 
capital, the taxable year of the part- 
nership would be required to be closed. 
The law further states that a partner- 
ship terminates when the partners or 
the partnership ceases to carry on 
business. 

With respect to a partner who sells 
or liquidates his interest, the taxable 
year of the partnership closes for that 
partner. This does not apply to a part- 
ner who reduces his interest. Thus, if 
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a partner should reduce his partner- 
ship interest from 50% to 30%, this 
would have no effect upon the taxable 
year of the partnership or the partner 
reducing his interest. 


Example: 
Partnership closes its books on June 30, 
1955. 
“A”—20% Partner 
“B"—20% Partner 
“C”—60% Partner 


On August 31, 1955, “A” sells his inter- 
est to “D”. Partnership taxable year closes 
with respect to “A” who-sold his interest, 
but not for “B” and “C” as “A” had less 
than a 50% interest. 

Assume “C”, rather than “A”, sold his 
interest to “D”. Partnership taxable year 
closes with respect to “A”, “B” and “C”, 
as “C” had more than a 50% interest. 


It is important to time the sale or 
termination of a partner’s interest in 
order to avoid the pyramiding, for the 
retiring partner, of two years’ income 
in one year. Therefore, if a member 
of a partnership that closes its books, 
for example, on a June 30th fiscal 
year, wishes to sell his interest in De- 
cember of that year, it would be advis- 
able for that partner to defer the sale 
of his interest until January of the 
following year, so that the profits from 
July 1st would be reported in the fol- 
lowing year rather than added to the 
profits of the year in which he made 
the sale. 

An exception is made in the case of 
a deceased partner. The return of the 
deceased partner must reflect those 
profits of the partnership for the tax- 
able year of the partnership ending 
prior to his death. The profits from 
the end of the last taxable year to the 
date of death are reported on_ the 
fiduciary income tax return of the 
estate. ; 


Example: 

“A” is a member of a partnership with 
a June 30th fiscal year. “A” dies Octobe: 
15, 1955, and his interest is bought out as 


of November 30, 1955. 


December 




















On the 1955 income tax return filed for 
“A” income earned from the partnership 
or the fiscal year ending June 30, 1955, 
is reported«.On the fiduciary income tax 
return filed by the Estate of “A”, income 
from the partnership for the period July 1, 
1955, to November 30, 1955, is reported. 
On this return a credit taxes 
paid on the income earned from July 1, 
1955, to October 15, 1955, may be claimed. 


for estate 


Treatment of Transactions Between 


Partners and Partnerships 

Where a partner engages in a trans- 
action with his partnership, other than 
in his capacity as a partner, he is 
treated as though he were an outsider. 
This treatment is similar to that ac- 
corded to a stockholder dealing with a 
corporation in which he has stock. The 
gains on the sales are reportable as in- 
come and the losses are deductible. 


Example: 

Partner “A” sells property to the part- 
nership; cost — $10,000, selling price — 
$15,000. Gain of $5,000 is taxable to “A”. 
The property has a basis of $15,000 to the 
partnership. 


However, losses are not recognized in 
transactions between a partner and a 
partnership where the partner has an 
interest of more than 50% in the capi- 
tal or profits. Similarly, in transactions 
between two partnerships where the 
same persons own interests of more 
than 50%, the losses are not recog- 
nized. Any disallowed losses reduce 
any gain that might be recognized on 
a future sale of the property by the 
transferee. 

Where a partner owning more than 
an 50% interest in the partnership sells 
depreciable property to the partnership, 
any gain on the sale is treated as ordi- 
nary income. This is intended to cover 
a loophole whereby a partner transfers 
depreciable property to the partnership 
at capital gain rates but recovers the 
gain through depreciation at ordinary 
tax rates. 

These provisions regarding the de- 
duction of losses and the treatment of 
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partners’ income on the sale of depre- 
ciable property are similar to the provi- 
sions dealing with stockholders and a 
corporation in which the stockholders 
hold stock. In determining what con- 
stitutes a 50% and 80% ownership 
interest, the rules of attribution apply. 


Therefore, interests of brothers, 
sisters, a spouse, and descendants are 
considered to be owned by the partner 
related to them. 


Example: 

“A” is a 60% partner in a partnership. 
“A’s” brother sells a building to the part- 
nership for $40,000, that has an adjusted 
basis to “A’s” brother of $50,000. The 
loss of $10,000 is not recognized. The basis 
to the partnership for depreciation and sub- 
sequent sale is $40,000. However, if the 
partnership realizes a gain on a subsequent 
sale, that gain is reduced by $10,000. 


Treatment of Partners’ Salaries and 
Payments for the Use of 
Partners’ Capital 


Partners’ salaries and payments for 
the use of partners’ capital are treated 
as an expense of the partnership and 
as income to the receiving partner. An 
example of guaranteed payments of 
salary to a partner occurs when the 
partnership agreement provides for a 
salary to a partner before distributing 
income or losses. Payments for the 
use of partners’ capital apply in those 
instances where partners agree to pay 
interest to a partner where the capital 
accounts of the partners are dispropor- 
tionate to the profit-sharing ratios. If 
these guaranteed payments are in ex- 
cess of the earnings of the partnership, 
the excess is treated as a loss of the 
partnership distributable to the various 
partners. The guaranteed payments do 
not retain the character of the partner- 
ship income as they are considered 
ordinary income to the receiving part- 
ner. However, partners’ salaries would 
not be subject to withholding tax and 
social security deductions as they are 
not truly salary payments to an em- 
ployee. 
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Example: 
“A” and “B” are 50% 
salary to “A” of $10,000 


Ordinary income of partnership, 


partners, after 


before salary to “A”......... $ 5,000 
Ordinary loss of partnership, 

alter salary io “A” ..0.......- 5,000) 
Capital gains of partnership.... 5,000 
“A” reports ordinary income of 7,500 

(Salary income $10,000, less 

$2,500 loss) 

“A” reports capital gain of.... 2,500 
“B” reports ordinary loss of.... ( 2,500) 
“B” reports capital gain of.... 2,500 


It should be noted in the above example 
that the entire income of the part- 
nership is $10,000. However, in view 
of the guaranteed salary to “A” under 
the terms of the partnership agree- 
ment, even though “A” receives the 
entire $10,000 of income, it is reported 
quite differently for tax purposes. The 
partner reports the guaranteed income 
at the same time that he reports part- 
nership income or loss; that is, at the 
end of the partnership taxable year. 


Sales of Partners’ Interests 


The new law closes the loophole 
which precludes the use of the so- 
called “collapsible partnership” as a 
device for converting ordinary income 
into capital gain by the sale of a part- 
nership interest. Prior to the new law, 
for example, a builder of houses could 
convert the gain on the sale of these 
houses by selling his partnership inter- 
est at capital-gain rates rather than 
having the partnership sell the houses 
and report the gain as ordinary income. 

Generally, any gain attributable to 
the sale of “unrealized receivables” or 
“substantially appreciated inventory” 
is taxed as ordinary income. This is 
true whether the gain is realized as the 
sale of a partnership interest or the 
sale of the assets by the partner who 
received them as a distribution. These 
two terms, unrealized receivables and 
substantially appreciated inventory, are 
new terms in tax law. 


752 


“Unrealized receivables” are the 
rights to income not currently in- 
cludible in gross income under the 
method of accounting employed by the 
partnership. Therefore, it would apply 
to a cash-basis partnership that. has 
uncollected receivables for services 
rendered. Tor example, an accounting 
firm filing on a cash basis would treat 
its outstanding accounting fees as “un- 
realized receivables.” This term also 
applies to accrual-basis partnerships 
which have income items that are not 
as yet legal claims and, therefore, not 
accruable. 

The term “substantially appreciated 
inventory’ includes inventory items, 
and is a term which is much broader 
in scope than the usual definition of 
merchandise inventory. It includes 
stock in trade, assets held for sale in 
the ordinary course of business, and 
certain assets that are not capital assets, 
such as copyrights, literary composi- 
tions, and so forth. The inventory 
items are considered substantially ap- 
preciated if their fair market value is 
more than 120% of the adjusted basis 
to the partnership and they represent 
more than 10% of the fair market 
value of all partnership property other 
than cash. 

As under the prior law, the sale of a 
partnership interest is considered to be 
the sale of a capital asset. Gains and 
losses are treated as capital gains and 
losses. However, any gain or loss at- 
tributable to “unrealized receivables” 
and “substantially appreciated inven- 
tory” is treated as ordinary gain or 
loss. In effect, the partner is treated 
as though he sold these items inde- 
pendently of the rest of his partner- 
ship interest. 


Example 1: 

“A”, “B” and “C” are each % partners 
in an accounting firm that reports on a 
cash basis. Its assets are cash of $3,000, 
furniture and fixtures of $1,500, and un- 
realized receivables of $6,000. There are 
no liabilities. ‘“A’s”’ capital account 1s 
$1,500 (4 of $3,000 plus $1,500). If he 
sells his partnership interest to “D” for 
$5,000, “A” realizes ordinary income of 
$2,000 (34 of unrealized receivables) and 
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a capital gain of $1,500, computed as 
follows: 
Selling price of partnership in- 
tOSERE ciiccncaccensneccneates $5,000 
Less: Ordinary income attribut- 
able to unrealized receivables 2,000 


BGIQNGE). < cc cctaccec sense eee $3,000 


Basis of partnership interest... 1,500 


Capital gain on sale of partner- Ys 
SHI UNELOSE: co cicee sk caciensaie $1,500 








Example 2: 

Assume in the above example that the 
partnership is a builder of houses. The 
partnership holds houses for sale that have 
a book value of $15,000, with a fair market 
value of $22,500. The only other asset is 
cash of $4,500. There are no liabilities. 
“A’s” capital account is $6,500 (% of 
$15,000 plus $4,500). If “A” sells his 
partnership interest to “D” for $10,000, 
“A” realizes ordinary income of $2,500 and 
capital gain of $1,000, computed as 
follows: 

Selling price of partnership in- 

COROREE wins isie'cinss Adleies sie oined-ois $10,000 

Less: Ordinary income attribut- 

able to potential gain on sub- 
stantially appreciated inven- 


tory (% of $22,500—$15,000) 2,500 


RAAROO NES So:dh. hadi, colt ows $ 7,500 
Basis of partnership interest... 6,500 


Capital gain on sale of part- 
nership interest ........es0- $ 1,000 


Note: Fair market value of houses is 
more than 120% of basis and represents 
more than 10% of fair market value of 
total assets other than cash. 


[f, in the above examples, “D”, who 
acquired “A’s” interest, so elects, he is 
permitted to exclude from his gross in- 
come the collections of the unrealized 
receivables when subsequently received 
by the partnership. Similarly, the gain 
on the sale of the “substantialy appre- 
ciated inventory” is measured against 
the cost to him of the inventory. By 
permitting this election, “D” does not 
have to report his distributive share of 
this income when received by the part- 
nership, inasmuch as this is merely a 
return of his investment in these items 
by the partnership. However, the 
other partners report the income from 
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these items, when received, in the usual 
manner. 

The treatment of the distributions of 
unrealized receivables and substantially 
appreciated inventories is effective for 
those distributions made after March 
9, 1954, the date that the House bill 
was reported out by the House Ways 
and Means Committee. 


Distributions of Partnership Assets 


Where money is distributed to a 
partner in excess of the basis of his 
partnership interest, gain will be rea- 
lized by the partner as though he had 
sold his partnership interest. This is 
true whether or not the distribution 
results in a dissolution of the partner- 
ship. 


Example: 

Partner “A” purchased a 50% interest 
in a partnership for $1,000. The partner- 
ship assets consist of cash of $1,000, and 
property with a book value of $3,000. 
There are no liabilities. The book value 
of “A’s” interest is therefore $2,000 (50% 
of $4,000). If the property were sold for 
$3,000 no gain or loss would be recognized 
to the partnership and “A” would report 
no income at the time of the sale. How- 
ever, if cash in excess of $1,000 were 
distributed to “A”, the excess would be 
taxed to “A”, when distributed, as a capi- 
tal gain. 

Where a partner receives cash and 
other property, the total of which is 
in excess of his partnership interest, 
no gain is recognized unless the cash 
exceeds the basis of his partnership 
interest. If the cash received is less 
than the basis of the partnership inter- 
est, no gain is recognized to the part- 
ner, and the basis to the partner of the 
other property is the basis of the part- 
nership interest less the cash received. 


Example: 

Partner “A” has a basis of $5,000 for 
his partnership interest. He receives a 
distribution of cash of $3,000 and land that 
has a basis to the partnership of $4,000. 
No gain recognized to “A”. The basis to 


“A” of the land is $2,000 ($5,000—$3,000). 


Losses on distributions are not rec- 
ognized to a partner unless the part- 
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ner’s interest is completely terminated. 
If the partnership interest is termi- 
nated, the loss will be recognized if the 
partner received in liquidation of his 
interest only cash, unrealized receiv- 
ables and inventory items. If other 
property, such as fixed assets is re- 
ceived, no loss will be recognized. Un- 
der these circumstances, if fixed assets 
having little value, for example $1.00, 
were received, apparently no loss would 
be recognized on the distribution. 


Example: 
Partner “A” has a basis of $5,000 for 
his partnership interest. He receives cash 
of $2,000 and fixed assets that have a basis 
to the partnership of $2,000, as a distribu- 
tion against his capital account. The basis 
to “A” of the fixed assets is $2,000. The 
basis of “A’s” remaining partnership in- 
terest is $1,000. 
Assume that the basis to the partnership 
of the fixed assets was $4,000. The basis 
to “A” of these assets would be $3,000 
($5,000—$2,000). In this case, the basis 
of “A’s” remaining partnership interest 
becomes zero. 
The basis of property distributed to a 
partner in liquidation of his partner- 
ship interest is the adjusted basis of 
the partner’s interest. The partnership 
interest is allocated to the property re- 
ceived, as follows: 

1. Reduce the partner’s interest by 

the amount of cash received. 


2. Allocate to the “unrealized re- 
ceivables” and “inventory items” 
the basis of these items to the 
partnership. 

3. Allocate the balance of the part- 
ner’s interest to the other prop- 
erty, in proportion to the basis 
of this other property to the part- 
nership. 


When the unrealized receivables are 
collected by the partner, it would re- 
sult in ordinary income to him. If the 
inventory is sold within 5 years, any 
gain or loss is recognized as ordinary 
income or loss on the sale of the in- 
ventory. If the inventory is sold after 
5 years and the inventory items are 
capital assets in the partner’s hands, 
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any gain or loss on the sale would be 
treated as capital gain or loss. 


Example: 

Partner “A” has a basis of $5,000 for 
his partnership interest. He receives in 
liquidation of his partnership interest the 
following assets: 





SOAURIN » ctaininteSarasale ess dibcsuspas ce $1,000 
Inventory items .............. 1,000 
Unrealized receivables of $5,000, 
that have a basis to the part- 
SODSTE GNC. 5-5 See'o ane weies-e 6 —0 
Fixed assets— 
Basis to 
Partnership 
Property “A” .. $750 
Property “B” 250 1,000 
Basis to “A” of assets as follows: 
ENVENtOLY. MEMS ...0.<isccccceer 1,000 
Unrealized receivables ........ 
Property “A” 
$750/$1,000 x *$3,000..... 2,250 
Property “B” 
$250/$1,000 x *$3,000..... 750 


* Basis of partner’s interest ($5,000) less cash ($1,000), 
less basis of inventory items ($1,000). 


When the $5,000 of unrealized receiv- 
ables are collected, they are treated as 
ordinary income to “A”. The gain or loss 
to “A” on disposition of inventory items, 
if sold within 5 years, is ordinary income 
or loss. If after 5 years, under certain 
circumstances, gain or loss may be capital 
gain or loss. 


The law allows certain elections to 
be made by a partnership, or by the 
receiving partner, under certain cir- 
cumstances, to adjust the basis of its 
property after the distribution to the 
partner. These elections are designed 
primarily for those instances where the 
distributed property has a basis in the 
hands of the receiving partner which 
is less than in the partnership. Gen- 
erally, these elections permit the part- 
nership to increase the basis of its re 
maining assets for amounts that other- 
wise would be lost because of the sub- 
stituted basis in the hands of the 
receiving partner. In the example 
where the partner’s basis for land 
received from the partnership was 
$2,000, which property had a basis to 
the partnership of $4,000, no loss was 
recognized to the partnership or to the 
partner at that time. Therefore, $2,000 
of the basis would have been lost 
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unless the election was made by the 
partnership. 


Payments for Retiring or 
Deceased Partners’ Interests 


Where payments are made to a re- 
tiring partner or to the estate of a 
deceased partner, capital-gain benefits 
are available only to the extent that 
the payments are for the value of the 
interest in partnership property. How- 
ever, ordinary income would result 
when the retiring partner or the estate 
of the deceased partner received pay- 
ments for the following items: 


1. Unrealized receivables. 

2. Gain on the sale of substantially 
appreciated inventory. 

3. Goodwill of the partnership, un- 


less the partnership agreement 
specifically provided for good 
will and then it is limited to a 
reasonable value. 


Example 1: 

“A”, “B” and “C” are equal members 
in an accounting partnership, filing on a 
cash basis. The assets of the partnership 
are as follows: 








Fair 

Market 

Book Value Value 
Cagh scan cate cues $3,000 $ 3,000 
Furniture and fixtures 1,500 3,000 
Unrealized receivables —O— 9,000 

Goodwill (per part- 

nership agreement) —0— 6,000 
6 | Oe ee ee $4,500 $21,000 
AUG” “HARE: “ccs lreend ’ $1,500 $ 7,000 
“A” receives $7,000 for his partnership 


interest. Of this he reports $3,000 as ordi- 
nary income and $2,500 as capital gains, 
computed as follows: 

Total received for partnership 


REUQRED sc: ou he axte ce Ome co ates $7,000 
Less: 

Ordinary tncome attribut- 
able to unrealized receiv- 

BIER. (swna nonin weavcuweatss 3,000 

20) 20 ae ee eet $4,000 

Basis of partnership interest... 1,500 

Cat R ea as a. io ces cmeees $2,500 
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Example 2: 

Assuming the same facts as in the above 
example, except that the partnership agree- 
ment makes no provision for Goodwill, 
“A” would report ordinary income ot 
$5,000 and capital gain of $500, computed 
as follows: 


Total received for partnership 














IMIEKESY «Oise ead VS ,000 
Less: 
Ordinary income attribut- 
able to: 
Uncollected re- 
ceivables ... $3,000 
Goodwill 2,000 5,000 
Balance usp coos don ccewecnwens $2,000 
Basis of partnership interest... 1,500 
Capitabi maltercis 6s22 aan ces $ 500 
The reason for the difference is that 


the law states that where goodwill is 
not specifically provided for in the 
partnership agreement, the payment, 
even though made for goodwill, will be 
taxed as ordinary income. It becomes 
apparent that it is absolutely essential 
for the partnership agreement to indi- 
cate specifically the amount of good- 
will to be paid to a retiring or deceased 
partner. Unless the partnership agree- 
ment specifically sets forth the amount 
of the goodwill, this would result in 
substantial additional tax to the retir- 
ing or deceased partner. 

Payments based on future income of 
the partnership, as in the case of per- 
sonal service partnerships, are taxed to 
the retiring or deceased partner as 
ordinary income and are a deduction 
to the partnership. The payments of 
income in the case of a deceased part- 
ner represent taxable income to the 
estate and not to the deceased partner. 


Election of Partnerships to be 
Treated as Corporations 


The new law permits certain part- 
nerships and proprietorships to elect 
to be treated as corporations. The 
converse of this is not true. That is, 
corporations cannot elect to be treated 
as partnerships. This new provision 
has limited applicability. If a partner- 
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ship wanted the tax advantages of cor- 
porate treatment, it would probably 
incorporate in order to gain the ad- 
vantages of the corporate form. Per- 
sonal service partnerships, such as ac- 
counting firms and law partnerships, 
that might want to use the corporate 
form, but cannot, because of state law, 
are generally excluded from the use of 
this election for the reason that capital 
must be a material income-producing 
factor. 

The election of a partnership or an 
individual proprietorship to be taxed as 
a corporation is applicable only if the 
business is one in which capital is a 
material income-producing factor or if 
50% or more of the gross income con- 
sists of trading as a principal or from 
the buying and selling of real prop- 
erty, stock, securities or commodities. 
lurthermore, the business must be 
vwned by not more than 50 persons, 
110 one of whom is a non-resident alien 
or a foreign partnership. No _ indi- 
vidual having more than a 10% inter- 
est in the business can have a 10% 
interest in another partnership or pro- 
prietorship electing to be taxed as a 
corporation. 

The election to be taxed as a corpo- 
ration must be made not later than 60 
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days after the close of the taxable year. 
Once the election is made, it is irrev- 
ocable. However, if the interests in 
capital or profits change by 80% or 
more, a new election would have to be 
made. 

lf a partnership or a proprietorship 
elects to be treated as a corporation, 
generally all of the provisions dealing 
with corporations will apply. However, 
if there is any personal holding com- 
pany income, such as dividends and 
interest, it will be excluded from cor 
porate income. This excluded income 
will be taxed directly to the partners 
or the proprietor as if an election had 
not been made. 


Although the new law was supposed 
to clarify and eliminate some of the 
uncertainties existing under the old 
law, there have been many new prob- 
lews created. Regulations which 
should be issued shortly may clarify 
some of these questions. Others will 
have to be decided by court decisions 
so that it may take many years before 
the law affecting the operation of part- 
nerships is clearly established. 


_A()nW— 
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Income Taxation of Estates and Trusts 


By Wiu1AM K. Carson, C.P.A. 


The drafters of Subchapter J— 
states, Trusts, Beneficiaries and De- 
cedents—have continued the conduit 
theory for taxation of income of estates 
and trusts but have made sweeping 
changes from the 1939 Code with the 
result that many new rules and con- 
cepts will enter into the computation of 
taxable income of fiduciaries and bene- 
ficiaries. The major changes may be 
classified as follows: 


1. Simplification and Specification 


a. A new concept based on dis- 
tributable net income (hereinafter re- 
ferred to as DNI) eliminates (1) the 
1939 Code rule for tracing distribu- 
tions to income of the current year, 
and (2) the complications caused by 
the 65-day rule, but in many cases will 
result in principal distributions being 
taxed as income. 

b. Separate provisions have been 
made for “simple trusts” to eliminate 
the technical rules applicable to com- 
plex trusts. 

c. Certain distributions in excess of 
current DNI by $2,000 will be subject 
to the new 5-year throw-back principle. 

d. Detailed rules are provided for 
allocation of various classes of income 
between the fiduciary and beneficiary. 





WittramM K. Carson, C.P.A. 
(New York, Pennsylvania, Illinois), 
is a member of the New York State 
Society and of its Committee on 
Federal Taxation. He is also a 
member of the American Institute 
of Accountants. 

Mr. Carson, a graduate of the 
University of Wisconsin, is a mem- 
ber of a national firm of Certified 
Public Accountants. 

This paper was presented by him 
at the fourth meeting in the So- 
ciety’s Federal Tax Conference on 
the Revenue Act of 1954 held on 
October 14, 1954, at the Baruch 
School of The City College of New 
York. 











1954 





2. Equalization and Liberalization 


a. The DNI yardstick means that 
when all income is distributable the 
beneficiary will now have the benefit 
of deductions chargeable to principal, 
such as trustees’ principal commissions. 

b. Unused net operating and capital 
loss carryovers and certain excess dis- 
tributions upon termination will be 
available to the beneficiary. 

c. The personal exemption deduc 
tion for trusts required to distribute 
all of its income currently is increased 


to $300. 


3. Codification 

The Clifford regulations, rules for 
ascertaining when the grantor is sub- 
stantial owner of the trust, have been 
included in the statute with a few 
revisions. 

Basic Principles 

Subchapter J is effective for years 
beginning after December 31, 1953, 
and ending after August 16, 1954, the 
enactment date. 


Suggested Steps for Allocation of 

Income 

In order that a working understand- 
ing may be had for use in the prepara- 
tion of fiduciary tax returns, each part 
of the process will be considered in the 
following suggested steps: 

1. Determine whether income is 
taxable to the grantor or another by 
reason of his being the substantial 
owner. 

2. List the income as shown by the 
fiduciary’s records including changes 
in corpus. 

3. Adjust accounting income to tax 
basis, segregating taxable and non-tax- 
able income. 

4. Compute distributable net income 
segregated between taxable and non- 
taxable income. 

5. Compute deduction allowable for 
distributions. 

6. Allocate income deductions, 
credits and exclusions to the fiduciary 
and beneficiaries, 
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7. Compute the tax of the fiduciary. 
It is, of course, not necessary to 
carry out each of these steps in the 
detail which will be illustrated below, 
but it is believed that the experience 
of going through the process this way 
will make it possible to take intelligent 
short-cuts in practical situations. The 
following sections will first discuss 
each of the steps listed above and will 
then treat with special problems. 


Step 1—Determine Whether Income 
is Taxable to Grantor or 
Another 

The first step in determining the 

persons to whom income of a fiduciary 
is to be taxed is to ascertain whether 
or not the grantor or some other person 
is to be treated for tax purposes as the 
substantial owner of any part of the 
trust. This determination is to be made 
in accordance with rules set forth in 
Subpart FE. 671-678. If any person 
is to be so treated with respect to any 
part of the trust income, he will be 
taxed on that income and allowed de- 
ductions attributable to it; only the 
remainder of the income of the trust 
will be taxed in accordance with the 
general rules. In order to avoid the 
kind of litigation which clogged court 
dockets under the 1939 Code and which 
resulted in promulgation of the Clifford 
regulations, a provision is made that 
Subpart E alone controls the situations 
in which income is to be taxed to a 
person on the basis of his dominion 
and control over the tryst. 671. While 
a detailed understanding of all of the 
ramifications of Subpart E is not neces- 
sary for the preparation of tax returns, 
it is desirable to be familiar with its 
principles and to be alert for the type 
of situations which require an intensive 
study. Of course, the legal aspects of 
any problem should be referred by the 
fiduciary to his attorney. The types of 
situations requiring further study to 
solve the problem of whether the 
special rules or general rules apply are 
as follows: 

(a) Reversionary interests or powers 
to revoke which may reasonably be 


Income Taxation of Estates and Trusts 








expected to take effect within 10 years 
from date of creation. 673, 676. 

(b) Powers to control the beneficial 
enjoyment of principal or income, with 
numerous exceptions. 674. 

(c) Administrative powers : 

(1) Power to deal with the trust 
for less than full considera- 
tion. 675(1). 

(2) Power enabling the grantor 
to borrow from the trust 
without adequate interest 
or security or an actual 
borrowing by the grantor. 
675(2 and 3). 

(3) Power of administration 
exercisable in a non-fidu- 
ciary capacity. 675(4). 

(d) Power to apply income for the 
benefit of the grantor by (1) distribut- 
ing it to him, (2) accumulating it for 
him, (3) applying it to the payment 
of insurance on his life, or (4) dis- 
tributing it for the support of his de- 
pendent to the extent it is so used. 
677. 

(e) Power exercisable solely by a 
person other than the grantor to vest 
principal or income in himself. 678. 


Illustrative example: 

Assuming that no person is to be 
taxed as the substantial owner of any 
part of the corpus or income of the 
trust under the above concepts, com- 
putation of the income taxable to the 
fiduciary and beneficiary can then be 
started. This computation and the re- 
maining suggested steps are illustrated 
by means of an example of a trust, 
the details of which are shown in work- 
sheet form as Exhibit A, appearing on 
page 758. 


Step 2—List the Income as Shown by 
the Fiduciary’s Records In- 
cluding Changes in Corpus 

The assumed provisions of the trust 
indenture for the purposes of this ex- 
ample are as follows: 

1. Income to be distributed: 

(a) 50% of income from corpus is 

payable to “A” currently, and 

(b) 50% of the income from corpus 


1 Ttalicized numbers refer to Sections of the Internal Revenue Code of 1954. 
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is to be payable to “B” or “C” 
currently or to be accumulated 
for their benefit without charge 
for investment expenses. In the 
current year the trustee deter- 
mines that such portion will be 
distributed to “B”. 

(c) Income on prior accumulations 
is to be added to that accumula- 
tion and segregated from other 
income of the trust. 

2. In the computation of income 

under the indenture: 

(a) Deduction is not to be made for 
depreciation. 

(b) Stock dividends are to be cre- 
dited to corpus. 

3. Capital gains or losses on dispo- 
sition of principal securities are to be 
credited or charged to the corpus. 

The income, expenses and changes 
in corpus are entered in the first col- 
umn of the worksheet from the books 
of account of the trust or from an 
accumulation of financial data from 
other records such as bank custodian 
statements. 


As a result of the listing in this ex- 


ample, the total income from corpus 
amounts to $84,000, of which $42,000 
is payable to “A” and $42,000 is pay- 
able to “B”. Inasmuch as the rental 
income is not to be reduced by depre- 
ciation of the property in accordance 
with the trust instrument, no deduction 
has been made for depreciation in 
arriving at the $84,000 total income 
from corpus. It is seen that there has 
been an accumulation of income of a 
prior period for the benefit of “C” 
and in the current year there is $10,000 
of income on such income assets. If 
the trust indenture provisions did not 
provide for a separation of income on 
prior accumulations, the $10,000 would 
be added to the regular income of the 
trust. 


Step 3—Adjust Accounting Income 
to Tax Basis, Segregating 
Taxable and Non-Taxable 
Income 

Income on the tax basis is entered 
in the second and third columns. Gen- 
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erally, the rules applicable to the 
computation of income of individuals 
apply but there are a few exceptions. 
641(b). The first step, therefore, is 
to run down the figures in the first 
column, splitting book income and 
corpus changes into taxable and non- 
taxable income and looking for items 
which will be reported differently for 
tax purposes than for accounting pur- 
poses. 

The first item which is not taxable 
is a cash dividend of $2,000 recorded 
as income but which represents an 
amount paid from depletion reserve of 
the issuing corporation and, therefore, 
was not paid from earnings. Since 
such a dividend is considered a return 
of capital to be applied in reduction of 
basis, the dividend is not extended into 
the non-taxable column. 301(c) (1) 
and (2). 

If the amount received exceeds the 
basis of the stock, such amount is tax- 
able as a capital gain and would be 
treated in the same manner as the 
$3,000 capital gains dividend which 
was received from a mutual invest- 
ment company, and was designated as 
a capital gains dividend by the com- 
pany. 

Another non-taxable income item is 
interest on state and municipal bonds 
shown in the non-taxable column in 
the amount of $19,000 and $1,000. 

The expense of managing invest- 
ments, chargeable to income from 
corpus, in the amount of $3,000, was 
prorated to taxable and non-taxable 
income on the basis of the gross 
amount of each as shown in Note 1. 

Pursuant to the trust indenture, the 
long-term capital gains were added to 
corpus and were not available for dis- 
tribution to the income beneficiaries. 
Of the $21,000 received, only $20,000 
represents taxable income, the remain- 
ing $1,000 being tax basis of an asset 
which had no book basis. As in the 
case of the dividend from the deple- 
tion reserve above, the difference of 
$1,000 is not shown in the non-taxable 
income column. 


A taxable stock dividend of $5,000 


December 
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which was not considered income for 
accounting purposes by the fiduciary 
must be shown as income for tax pur- 
poses. 

The last set of subtotals in the col- 
umns headed “Income on tax basis” 
total $115,000 which is $2,000 in ex- 
cess of the total of the items in the 
column headed ‘Book income and cor- 
pus changes” ($84,000, plus $19,000, 
plus $10,000 = $113,000). This dif- 
ference is attributable to the net of 3 
items: (1) increase of $5,000 for tax- 
able stock dividend, (2) decrease of 
$2,000 for dividend from depletion 
reserve, and (3) decrease of $1,000 
for long-term capital gains credited 
to corpus. 

Depreciation, depletion and amorti- 
zation of emergency or grain storage 
facilities are to be divided between 
the fiduciary and the beneficiaries. 
642(e and f), 167(g) and 611(b). 
Since the rental income from the build- 
ing held for investment is all distribu- 
table to the beneficiaries, an assumed 
$5,000 of current year’s depreciation 
is allowable to the beneficiaries and 
not to the fiduciary and such amount 
is equally shared by “A” and “B” as 
indicated by the last figure in the 4th 
and 5th sets of columns on the work- 
sheet. The conclusion that the bene- 
ficiaries received all the income from 
the building is based on the fact that 
the accounting income was distributed 
without deducting depreciation. Had 
depreciation beén deducted in deter- 
mining the distribution # would have 
been allowable to the fiduciary. The 
foregoing is the general rule applica- 
ble to trusts, but in the case of estates 
the deduction is always prorated on 
the basis of income distributed and re- 
tained. Only the deductions to which 
the fiduciary is entitled are entered in 
the taxable section of the “Income on 
tax. basis” columns. 

Although not illustrated in this ex- 
ample, adjustments should also be made 
for any net operating loss deduction 
allowable for which regulations are to 
be prescribed. 642(d). Administrative 
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expenses and losses of an estate for 
which a deduction has been allowed in 
computing the taxable estate must be 
eliminated since these items are not 
deductible from the taxable income of 
an estate. 642(g). 

Special problems arise if the trust 
has income from foreign sources or if 
any part of the income is payable to 
charity. These special problems will 
be discussed later. 


Step 4—Compute Distributable Net 
Income Segregated Between 
Taxable and Non-Taxable 
Income 


As under the 1939 Code, the fiduci- 
ary is allowed a deduction for taxable 
income paid, credited, or to be dis- 
tributed to beneficiaries. However, 
the 1954 Code lays down specific rules 
for the manner in which the deduction 
for distributions is to be computed. 
These new rules have as a fundamental 
concept the term DNI, the computa- 
tion of which is made in the third set 
of columns on the attached worksheet. 
643(a). Generally DNI represents the 
sum of taxable income and non-taxable 
income with adjustments as explained 
below. 

In computing DNI, deductions are 
not made for distributions, personal 
exemptions or the $50.00 dividend ex- 
clusion. 643(a)(1), (2), (7). Tax- 
exempt interest is included in DNI, 
but is reduced by expenses which 
would be deductible except for the fact 
that they are chargeable against tax- 
exempt income. 643 (a) (5). The $2,000 
dividend paid from depletion reserve 
is not included in DNI since the item 
is not an income item, but a reduction 
of basis. Since the foregoing special 
rules lead to a result with respect to 
income from corpus which is the same 
as the second set of columns, those 
figures are carried forward under the 
DNI columns. 

Attention can now be focused on the 
changes in corpus. Capital gains are 
excluded from DNI provided they 
are credited to corpus and are not 
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required to be distributed to a bene- 
ficiary during the year. Capital losses 
are also excluded, except to the extent 
that such losses offset capital gains 
which are included. The deduction of 
50% of the net long-term capita! gains 
is not made in computing DNI. 643 
(a)(3). Thus, the $20,000 taxable 
long-term capital gain, credited to cor- 
pus in the example, is not included in 
the DNI columns. However, since the 
capital gains of mutual investment com- 
panies in the amount of $3,000 (in- 
come from corpus) are credited to 
income, they are included in DNI. 

The question of whether or not the 
$5,000 taxable stock dividend is in- 
cludible in DNI depends on whether 
or not the trust is a “simple trust” to 
which Subpart B applies or a “complex 
trust” to which Subpart C applies. 
Under the rules explained below this 
is a “complex trust” and accordingly 
taxable stock dividends and extraor- 
dinary dividends are included in DNI. 
In the case of a “simple trust”, these 
items are excluded if they are credited 
to corpus and do not become distribu- 
table to any beneficiary during the 
year. 

The worksheet shows a total DNI 
of $95,000, consisting of $75,460 tax- 
able and $19,540 non-taxable. 


Step 5—Compute Deduction Allow- 
able for Distributions 


The drafters of the 1954 Code have 
intended that income received by a 
trust and distributed to beneficiaries 
shall retain its character in the hands 
of the beneficiaries and be taxable to 
them rather than to the trust. To this 
extent the 1954 Code continues the 
conduit principles. Rules are provided 
to achieve this end although the ex- 
ample on pages 351 to 353 of the 
Senate Finance Committee Report 
raises a question about the extent to 
which this result is accomplished. 

These rules divide trusts into two 
categories: (a) simple trusts to which 
Subpart B applied, and (b) complex 
trusts to which Subpart C applies. All 
estates are subject to Subpart C. Sub- 
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part B applies where the governing in- 
strument of the trust requires that all 
income be distributable currently and 
that no income is distributable to 
charity, but if the trust makes a dis- 
tribution of any amount other than 
currently distributable income, Subpart 
3 will not apply for that year. 65/. 
Income is distributable if the benefici- 
ary has a present right to receive it 
whether or not it is distributed. Sub- 
part C applies in every case where 
Subpart B does not apply. 661. 

Inasmuch as Subpart B only applies 
when under the governing instrument 
and applicable local law all income is 
distributable, it will almost always be 
true that such income equals or ex- 
ceeds DNI. In this case the fiduciary 
is entitled to deduct the taxable portion 
of DNI. The taxable income of the 
fiduciary will equal the items of tax- 
able income not included’in DNI. All 
credits and deductions based on income 
will be based on these remaining items. 
In the unusual case where DNI ex- 
ceeds the distributable income for ac- 
counting purposes the deduction is 
limited to the portion of the distribu- 
tion allocated to taxable income on the 
basis of the ratio of taxable DNI to 
total DNI. 

If there is a single beneficiary, he is 
required to include in income an 
amount equal to the trust’s deduction. 
Since the character of the income in 
his hands is the same as the character 
in the hands of the trust, he is not only 
entitled to exclude tax-exempt income, 
but also to obtain favored treatment of 
other items. 652(b). Expenses and 
other types of deductions reducing 
gross income are to be applied against 
the items of gross income in accord- 
ance with regulations to be prescribed. 
652(b). It is to be hoped that these 
regulations will not require that deduc- 
tions be applied to reduce dividends, 
capital gains or other items accorded 
special treatment, since in this way the 
conduit principle could be destroyed 

Where there is more than one bene- 
ficiary, the income reportable by each 
and the character of such income are 
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determined in the same manner and 
prorated in proportion to income dis- 
tributable to each unless the provisions 
of the governing instrument require a 
different allocation, in which event such 
provisions will be followed. 652(a). 

Subpart C applies to the attached ex- 
ample since the fiduciary is not re- 
quired to distribute all income cur- 
rently. The deduction for distributions 
is the taxable portion of the lower of 
distributions or DNI. 661(a) and (c). 
Distributions for this purpose are the 
sum of (1) mandatory distributions, 
consisting of income required to be 
distributed currently, including the 
portion of any annuity chargeable 
against current income, and (2) dis- 
cretionary distributions, consisting of 
other amounts paid, credited or re- 
quired to be distributed for the year, 
whether from income or corpus, with 
the exception noted below. 

If distributions exceed DNI, the de- 
duction equals the taxable portion of 
DNI. If DNI exceeds distributions, 
the deduction equals the distribution 
times the ratio of taxable DNI to total 
DNI, unless the specific terms of the 
governing instrument provide a differ- 
ent allocation of income among the 
beneficiaries and the fiduciary. 

The law specifically exempts from 
the term, “distribution”, a gift or be- 
quest of a specific sum of money or 
specific property payable all at once or 
in not more than 3 installments, unless 
it is payable solely from income. How- 
ever, it appears that any other dis- 
tribution to a beneficiary will be treated 
as a distribution in allocating income 
between the fiduciary and the benefi- 
ciaries. Thus a distribution of princi- 
pal to a beneficiary will subject him 
to tax on a pro rata share of income, 
unless the distributable net income of 
the trust is consumed by mandatory 
distributions. The method of allocation 
is explained later. Any amount which 
was allowable as a distribution in a 
prior year cannot be duplicated in a 
later year. 663(a)(3). A trust which 
was in existence on January 1, 1954, 
and which cannot distribute in any 
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year income in excess of the income 

of the preceding year may elect ir- 

revocably to adopt the 1939 Code 65- 

day rule, i.e., to have distributions in 

the first 65 days of a year treated as 
distributions of the last day of the 

preceding year. 663(b). 

In the example the distribution is 
less than DNI, and a proration is 
therefore required. The distribution is 
the sum of $42,000 required to be dis- 
tributed to A and $42,000 distributed 
to B, or $84,000. Since this is less than 
the DNI of $95,000, deduction is al- 
lowed for the portion of the $84,000 
considered to be taxable income. The 
allocation is made in proportion to 
taxable and tax-exempt income en- 
tering into DNI, unless the provi- 
sions of the governing instrument 
provide an allocation of seperate 
classes of income. 661(b). The in- 
come on the accumulation for C would 
appear to be such a separate class; ac- 
cordingly such income of $10,000 is 
allocated entirely to the fiduciary and 
is eliminated from DNI to arrive at 
the amount of $85,000 on which the 
allocation is based. Of the $85,000, 
$66,460 or 78.2% is taxable income. 
Accordingly 78.2% of the distribution 
of $84,000, or $65,678 is deductible 
and should be entered in the appro- 
priate place on the worksheet. Note 2 
presents another way of making the 
same computation. That is, the deduc- 
tion is equal to that portion of the tax- 
able DNI which the distribution bears 
to the DNI. Of the $85,000 DNI, 
$84,000 represents 98.82%. This ap- 
plied to $66,460 yields $65,678, the 
distribution deduction. 

If it developed that the removal of a 
separate class in this manner left DNI 
below the distribution, it would be 
necessary to remove only a part of the 
separate class, sufficient to leave DNI 
equal to the distribution. Then the de- 
duction would equal the taxable por- 
tion of the DNI. 

Step 6—Allocate Various Deduc- 
tions, Credits and Exclu- 
sions to the Fiduciary and 
Beneficiary 
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The next step in computing the 
amount taxable to the fiduciary and 
beneficiary of a complex trust is to 
allocate to each beneficiary and to the 
fiduciary the DNI. Vor this purpose, 
substantially separate and independent 
shares in the trust, as determined un- 
der regulations to be prescribed, are 
to be treated as separate trusts. 663(c). 
Furthermore, where the terms of the 
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governing instrument allocate different 
classes of income to different bene- 
ficiaries, such terms will be followed. 
061(b). While a final decision, must 
await regulations, it would appear that 
although the income and accumulations 
for “C” would not be a separate and 
independent share, it would qualify as 
a separate class, and thus be excluded 
from the allocation. 


The remainder of the DNI, $85,000, is allocated as follows: 


Deduction for distributions 





Se ee ee 
Ee er ee eee eee 
Total deduction .......... 
Allocated to Fiduciary.............. 
gl. | eee pre ee 


The various items of DNI are multi- 
plied by these percentages and entered 
in the appropriate columns on _ the 
worksheet. 

Inasmuch as the $5,000 depreciation 
on the rented property was not with- 
held by the fiduciary from the rents, 
the beneficiaries are entitled to the de- 
preciation deduction and the total 
amount is allocated between them as 
shown on the worksheet. 

Had the mandatory distributions ex- 
ceeded DNI, each item of DNI would 
be divided between the recipients of 
the mandatory distributions in propor- 
tion to the amount distributable to each. 
662(a)(1). If the mandatory distribu- 
tions are less than DNI but total dis- 
tributions are greater, the amounts to 
be used in determining the prorations 


Distributable net income taxable portion: 
Ordinary income (rents and interest)........ 
NOE nisnseaine bodes awid's eiabes x 
SAE NIE, aig coe viajes wie gnii ier * 
Partially-exempt interest ......... 


Less deductible expenses.......... 


Other taxable income: 
RT TST Lene Te 








Amount Percentage 
sisora agree $42,000 49.41% 
stile Ashasebre 42,000 49.41 
Deivseube $84,000 98.82% 
pighaierteteee ats 1,000 1.18 
Be Pay ee $85,000 — 100.00% 








are computed as follows: 


Beneficiaries entitled to mandatory 
distributions — Enter amounts 


distributable. 
Beneficiaries entitled to discre- 
tionary distributions — Enter 


amount distributable multiplied 
by the ratio of DNI less manda- 
tory distributions to total discre- 
tionary distributions. 662 (a) (1) 
and (2). 

Section 662(b) states in the first 
sentence that the amounts distributable 
to beneficiaries shall have the same 
character in their hands as in the hands 
of the trust. On this basis the income 
allocated to each beneficiary and to the 
fiduciary, grouping all items which are 
taxable as ordinary income, is as fol- 
lows: 

Each 


Beneficiary Fiduciary 





$22,235 $ 530 











SS VeRO, 12,352 9,296 
Rapa wri 1,482 36 
Pepe eihes 3,953 94 
$40,022 ‘$ 9,956 
suche Sons 7,183 174 
$32,839 $9782 
Aa 7p 20,000 
$32,839 $29,782 
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The credits and deductions allowable 
to the fiduciary and beneficiaries should 
be based on the above amounts under 
the first sentence of Section 662(b). 
But the remainder of the section pro- 
vides for an allocation of expenses 
against items of income in accordance 
with regulations. It is to be hoped that 
these regulations allow all items of de- 
ductible expense to be deducted from 
items subject to tax at full rates, with- 
out special credits, to the extent 
thereof, and against any other such 
income of the taxpayer to the extent of 
the balance. Otherwise the following 
inequity will result : 

Dividends, which constitute 





the sole income of a trust .. $1,000 
Less deductible expenses .... 100 
Balance distributed to bene- 
A ern $ 90 





Although under the conduit rule the 
beneficiary should be considered en- 
titled a credit for dividends of 4% of 
$1,000, or $40, he will only receive 4% 
of $900, or $36 if an allocation of ex- 
penses against income is required. 
Although the example in the Senate 
I‘inance Committee Report beginning 
at page 351 indicates the need of an 
allocation, none is made in the attached 
worksheet. 

If expenses must be allocated, direct 
expenses are allocated to the income to 
which they relate and indirect ex- 
penses allocated proportionately to the 
amounts of income of each class. 

The fiduciary is entifled to exemp- 
tions, deductions and credits on the 
basis of income remaining to be taxed 
to him after allocating income distribut- 
able to beneficiaries. 661(b). 

Accordingly, the 50% deduction for 
long-term capital gains allocated to the 
fiduciary of $20,036, or $10,018 (Note 
9), is allowed. 1202. Similarly since 
dividends allocated to the fiduciary are 
above $50, the dividend exclusion is 
allowed. 1106. 

The personal exemption allowed an 
estate is $600. A trust required by the 
terms of the governing instrument to 
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distribute all its income currently is 
allowed $300, and other trusts $100. 
642(b). 

Taxable income and tax thereon is 
computed and against such tax, the 
fiduciary is allowed credits for par- 
tially exempt interest, foreign taxes, 
and dividends received, but only with 
respect to such items as are allocated 
to him. 642(a). The credit for par- 
tially exempt interest is 3%. 35. The 
credit for dividends received is 4% of 
dividends received after July 31, 1954, 
after deducting the $50 exclusion, with 
a limit of 2% of taxable income for 
1954, and 4% for later years. 34. In 
the example it has been assumed that 
the year involved is 1955 so that all the 
dividends are subject to the credit. If 
the year 1954 were involved, it would 
be necessary to allocate the dividends 
received before and after July 31, 1954 
between the fiduciary and beneficiary 
to compute credits. The total dividends 
attributable to each is allocated in pro- 
portion to the ratio of dividends re- 
ceived by the fiduciary in the twce 
periods. 642(a)(3). 

On the attached worksheet the divi- 
dends received credit is computed as 
$370, which is 4% of dividends tax- 
able to the fiduciary, as explained in 
Note 6. 

Deducting the sum of the credits 
from the tax leaves the amount to be 
paid. 

Step 7—Compute the Tax of the 
Fiduciary 

The tax is computed in the same 
manner as for an individual, 641(b), 
and 1954 rates were used in the 
example resulting in a tax of $7,055. 
An alternate tax computation is not 
required. The allocation of credits has 
been discussed previously. The bal- 
ance payable is $6,682. 

Special Problems 
Charitable Contributions 

Charitable contributions create a 
problem not covered in the example. 
Normally the percentage limitation 
does not apply, but instead the deduc- 
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tion is limited to taxable gross income 
of the fiduciary paid or permanently 
set aside pursuant to the terms of the 
governing instrument for charities 
allowed to an individual under section 
170(c), and for certain additional pur- 
poses. 642(c). 

If the income paid or set aside for 
charity includes long-term capital 
gains, the 50% deduction is not allow- 
able with respect to such amount. 
642(c). However, there is nothing in 
the law to indicate that credits with 
respect to income paid or set aside for 
charity will be denied. 

There are certain limitations on the 
charitable deduction which apply in 
rare cases. No deduction is allowable 
with respect to income from a trade 
or business even though such income 
is paid or set aside for charity. 631(a), 
512(a), 513(b). 

If the trust has entered into a pro- 
hibited transaction or unreasonably 
accumulated income, a limitation is 
placed on the deduction which the 
Committee Report says is intended to 
correlate the deduction with that 
allowed to individuals, meaning that 
the deduction is 10% for direct gifts 
to churches, hospitals, and schools, and 
an additional 20% for charities gener- 
ally. While the language of the law in 
Section 681(b)(1) and (c) does not 
accomplish this, it will probably be 
amended. 

Prohibited transactions include nu- 
merous types of transactions with one 
common characteristic —the grantor 
or a substantial contributor obtains an 
advantage from dealings with the trust. 
681(b)(2). Special rules provide for 
relief from this section in certain cases. 
681(b)(3) and (4). Unreasonable ac- 
cumulations result in limitation of the 
charitable deduction where income per- 





D.N.L. 
Year Taxable Exempt Total 
1954 18 2 20 
1955 18 2 20 
1956 18 2 20 


Income Taxation of Estates and Trusts 


manently set aside for charity is (1) 
unreasonable in amount or duration, 
(2) used for purposes other than char- 
ity as described in Section 642(c), or 
(3) invested in such a manner as to 
jeopardize the interests of the charita- 
ble, religious, scientific, etc., benefici- 
aries. Certain exceptions are made in 
cases of testamentary trusts. 681(c). 

Where a fiduciary has both taxable 
and non-taxable income and pays part 
of the income to charity, the Senate 
Finance Committee Report gives an 
example beginning at page 351 to show 
how to compute the deductible por- 
tions, which leads to an answer that 
does not seem correct. In this case 
25%of the income was paid to charity. 
It would seem that 25% of each item 
of taxable income, less 25% of each 
deduction entering into the fiduciary’s 
computation of income on which the 
25% was based should give the deduc- 
tion. However, the example indicates 
another method, under which the ratio 
of gross taxable income to total gross 
income is multiplied by the amount 
payable to charity to compute the de- 
duction. 

Any amount for which a charitable 
deduction is allowable, or would be al- 
lowed except for the limitations in Sec- 
tion 681 is not to be considered as a 
distribution. 663(a) (2). 


Excess Distributions (5-year 
Throwback Rule) 


Subpart D, which applies to complex 
trusts only, has been added to stop the 
practice of accumulating income in the 
low brackets of a trust and distributing 
it tax-free to the beneficiary in a later 
year. 

An example of the way it works. 
will be given, followed by a detailed 
discussion : 

Accumu- 








Distributions lations Tax on 
——— — — accumu- 
Tok ToB For B lation 

10 ~— 10 2 

10 — 10 2 

10 22 


Numbers indicate thousands of dollars. 
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Distributions in 1956 of 32 exceed 
D.N.I. by 12. The excess is allocated 
first to 1955 to the extent of undis- 
tributed income of 8 and to 1954 for 
the balance of 4. These amounts are 
increased by taxes attributable thereto 
of 2 and 1. The totals of 10 and 5 
are taxed to B either as 1956 income 
or as additional income for 1955 and 
1954, whichever results in the lower 
tax, and B receives credit for the 
taxes deemed to be included in the 
distribution. 

Whenever the sum of mandatory 
and discretionary distributions for any 
year exceeds D.N.I., a test should be 
made by deducting from such excess 
the following items: 

(a) the excess, if any, of mandatory 
distributions over D.N.I. 
distributions to a beneficiary of 
income accumulated before his 
birth or before he reaches 21. 


(b) 


amounts properly paid to a 
beneficiary to meet his emer- 
gency needs. 


Coy 


amounts paid to a_ beneficiary 
upon his attaining a certain age, 
if there can be no more than 4 
such distributions at intervals 
of 4 or more years, and ten are 
required by the governing in- 
strument as of January 1, 1954, 
and 


(d) 


(e) a final distribution of a trust 
made more than 9 years after 
the last transfer to-the trust. 

lf the resulting figure is over $2,000, 

it is treated as an accumulation distri- 
bution. 665(b). It should be noted 
that a principal distribution by a trust 
which has undistributed income will be 
subject to the throw-back rule unless 
it falls within the foregoing exceptions. 
An accumulation distribution is al- 
located to the preceding taxable year to 
the extent of the undistributed net in- 
come of such year, then to the preced- 
ing year to the same extent, and so on 
until the accumulation distribution is 
exhausted, the number of preceding 
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years is 5, or the first year subject to 
the 1954 Code has been included, 
whichever occurs first. 666(a), 665.d). 
‘the undistributed net income of each 
preceding year is the D.N.L. less total 
distributions and taxes allocable to tae 
undistributed D.N.I. 665(a). Thie 
manner of allocating taxes between in- 
come and corpus is to be prescribed by 
regulation, and it is hoped it will be on 
a differential rather than an allocation 
basis to be fair. 665(c). 

The amounts allocated to preceding 
years are to be increased by the tax 
attributable to them, such taxes to be 
computed in the same manner as they 
were in computing undistributed net 
income, but the amount so computed to 
be allocated pro rata to the amounts 
deemed distributed and retained for 
any year in which the accumulated dis- 
tribution allocated to the year is less 
than the undistributed net income. 660. 

After such increase, the amounts al- 
located to each preceding year are allo- 
cated to beneficiaries in proportion tc 
the ratio of discretionary distributions 
less items (b) to (e) above, distribut- 
able to each beneficiary. The amounts 
allocated to each beneficiary are re- 
duced to the extent of non-taxable in- 
come included therein, based on the 
ratio applicable to the undistributed net 
income before deducting taxes, in each 
year. 668(a). Presumably the charac- 
ter of items such as dividends with 
respect to which credits are allowable 
will also carry through. The benefici- 
ary either includes such amounts in the 
income of the year in which he is en- 
titled to-receive them, or increases his 
tax for such year by the additional 
taxes he would have paid had they 
been included in his income for the 
years to which they are assigned. 
668(a). The beneficiary receives a 
credit, which cannot exceed the current 
year’s tax computed before the credit 
for taxes withheld on wages, for the 
amount of taxes paid by the trust and 
allocated to the accumulation distribu- 
tion taxable to him. 668(b). The trust 
cannot receive a refund of any taxes 
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credited against the beneficiary’s tax. 
007. 

While the throwback rule effectively 
blocks most attempts to shift tax lia- 
bility from the beneficiary to the trust 
through the device of distributing in a 
single year the income from the trust 
of several prior years, taxpayers may 
still accomplish the result which the 
rule attempts to block under certain 
circumstances. An illustration would 
be a trust created in a jurisdiction per- 
mitting accumulations for adults with 
a provision that the income is to be 
accumulated for 10 years and then all 
undistributed income and corpus would 
be distributed to the grantor’s wife. 


Miscellaneous 


Income taxable to a beneficiary is 
includible in his return for the period 
which includes the last day of the tax- 
able year of the trust. 652(c), 662(c). 

Income payable to a wife under a 
decree of divorce or separate mainte- 
nance which is not for support of chi!- 


dren, is taxable to the wife and not 
the husband. 682. 

l‘oreign income of a foreign trust, 
less deductions attributable thereto, al- 
though excluded from taxable income 
is included in distributable net income 
and thus will be taxed to United States 
citizens and residents. 643(a)(b). 

In the case of a domestic trust, the 
only reference to foreign income is in 
connection with the foreign tax credit, 
which is to be allocated between the 
fiduciary and beneficiary. 642(a)(2), 
901(b)(4). The law should go further 
and provide that any distribution to a 
beneficiary which includes income from 
which foreign tax is deducted should 
be increased to the exfent of such: de- 
duction. Otherwise a trust receiving 
$10,000 in foreign income from which 
$1,500 was deducted, and distributing 
$8,500 to the beneficiary would be sub- 
ject to tax on $1,500, and have no 
undistributed income with which to pay 
the tax. The beneficiary, who has re- 
ceived the equivalent of $10,000 would 
only be taxed on $8,500. 
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Changes in Estate and Gift Taxes 
Under the Internal Revenue Code of 1954 


By LeonarpD Price, C.P.A. 


Hk estate and gift tax provisions of 
p 4 the Internal Revenue Code of 1954 
(which constitute Subtitle B) retam 
the basic pattern and rates of the old 
Code. As in the case of income taxes, 
however, there has been a substantial 
recodification which has resulted in the 
omission of various obsolete sections 
and the relocation of the administra- 
tive provisions. In addition, there have 
been a number of substantive changes 
designed primarily to resolve doubt or 
ambiguity and to benefit the taxpayer 
where existing law worked hardships. 
These changes are summarized below: 
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Estate Tax 
(Applicable to estates of decedents 
dying after August 16, 1954) 


(1) Combination of Basic and 
Additional Estate Taxes 
(Secs. 2001 and 2011) 

Although the rates of tax remain 
unchanged, the old basic estate tax and 
additional estate tax have been com- 
bined into one schedule and the maxi- 
mum credit for State death taxes, 
which previously was 80% of the basic 
estate tax, is expressed in a separate 
schedule as a percentage of the taxable 
estate. This simplification, while not 
changing the tax on estates of citizens 
and residents, has the effect of increas- 
ing slightly the tax on estates of some 
non-resident aliens. The new law still 
provides a method of determining the 
basic estate tax and additional estate 
tax separately, since some State death 
taxes and the exemption of estates of 
certain members of the Armed Forces 
require separate computations of these 
taxes. 


(2) Proceeds of Life Insurance 
(Sec. 2042) 


By far the most important estate tax 
change is the elimination of the pre 
mium-payment test for inclusion of 
life insurance proceeds in the gross 
estate. Under the old law lite insur 
Anes proceeds were taxable if anv om 
of three tests were met 
fal Phe proceeds were receivable by 

the executor 

b) The decedent, at his death po 

essed any incidents of ownership 
exercisable either alone or m con 
junction with any other person 


or 


) 











(c) The decedent had paid any pre- 
miums on the policy. (If this test 
applied, the amount includible was 
the proportion of the proceeds 
which the premiums paid by the 
decedent directly or indirectly 
bore to the total premiums paid. 
Premiums paid before January 
10, 1941, were excluded if after 
that date the decedent possessed 
no incident of ownership. ) 

The new law continues the first two 
tests and, in order to treat insurance 
in the same manner as other property, 
includes in the term “incident of 
ownership” a reversionary interest ex- 
ceeding 5% of the value of the policy 
immediately before decedent’s death. 
The third test, however, has been 
omitted upon the ground that life in- 
surance should be treated like other 
property and once disposed of should 
not be taxed merely because the dece- 
dent paid for it. 

This change will have important 
effects upon estate planning: 

(1) Life insurance will once more be 

a common medium for gifts made 

incident to estate tax minimiza- 
tion. For a taxpayer may now 
transfer insurance on his life 

(subject to gift tax, if any) and 
may continue to pay the pre- 
miums, without the detriment of 
having the proceeds included in 
his gross estate. 

The old stratagem of having the 

premiums paid by another (usu- 

ally the spouse), out of her sepa- 
rate estate, may be discarded. 

Since, as will appear below, start- 

ing in 1955 gifts to minors in 

‘trust may be made without loss of 

the gift tax exclusion, the trans- 

fer of insurance policies to trusts 
for minors will become popular as 

a means of estate reduction. As 

an illustration, a grandfather may 

place insurance in a trust for his 
grandchildren, making his son 
trustee, and may pay the annual 
premiums without estate tax con- 
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sequences and_ relatively minor 
gift tax liability, if any, depend- 
ing upon the value of the pol:cies 
and the annual premiums. 


(4) Since insurance payable to a 
spouse will not be includible if 
decedent retains no incidents of 
ownership, the qualification of 
such insurance for the marital de- 
duction will no longer be neces- 
sary and other property may be 
qualified instead. 


(3) Credit for Tax on Prior Transfers 
(Sec. 2013) 

Under the old law a deduction was 
allowed for property received by gift 
or inheritance within five years prior 
to death, if the property was jstill in 
decedent’s possession or could be 
traced as having been exchanged for 
other property in his possession at the 
time of his death, and had been the 
subject of gift tax or estate tax paid by 
the transferor. This treatment had 
cerjain defects. First, there was the 
problem of tracing property. Second, 
was the fact that the deduction was 
indypendent of the amount of tax paid 
on the prior transfer. And, lastly, since 
1948 the deduction did not apply to 
property received from a spouse even 
though such property did not qualify 
for the marital deduction in_ the 
spouse’s estate. 

The new law changes the entire 
concept. It eliminates entirely the de- 
duction for property received as a gift 
and provides for a credit (instead of 
a deduction) for the tax paid on prop- 
erty in the estate of a prior decedent 
limited, however, to the estate tax sav- 
ing if the amount at which the prop- 
erty was valued in the transferor’s es- 
tate were excluded from the present 
decedent’s estate. To eliminate tracing, 
the credit is based on the value of the 
property at the time of the death of the 
prior decedent. To the extent no mari- 
tal deduction was available, it applies 
to property received from a spouse. In- 
stead of a five-year period, the credit 
is allowed for a ten-year period, in 
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full for the first two years following 
the death of the prior decedent and 
then decreasing by 20% for each suc- 
ceeding two years until no credit is al- 
lowed after the tenth year. That is, 
the credit is 100% if the transferor 
died within two years of the decedent ; 
80% if within three or four years; 
60% if within five or six years; 40% 
if within seven or eight years; and 
20% if within nine or ten years. 
Where property is includible in the 
estate of a transferor who dies within 
two years after the donee (as, for ex- 
ample, an inter vivos gift held to have 
been in contemplation of death) the 
full credit is allowed in the estate 
of the donee-decedent. 

The computation of the credit is 
subject to many rules outlined in the 
section and may become very com- 
plex where property has been received 
from more than one transferor, or 
where a charitable deduction is in- 
volved. The procedure to be followed 
is to compute the credit as set forth 
in subsection (b), then to apply the 
limitations prescribed in subsection 
(c) and lastly to apply the percen- 
tages allowable based on the elapsed 
time between the death of the decedent 
and the transferor (the 20% brack- 
ets previously discussed) which are 
set forth in subsection (a). 

The credit, as defined in subsection 
(b), is that portion of the estate tax 
paid with respect to the estate of the 
transferor represented by the fraction 
whose numerator is the value of the 
property transferred to the decedent 
and whose denominator is the taxable 
estate of the transferor for estate tax 
purposes increased by the estate tax 
exemption ($60,000, or $2,000 in the 
case of a non-resident alien) and de- 
creased by any death taxes (federal, 
state or foreign) paid with respect to 
the estate of the transferor. The estate 
tax paid by the transferor’s estate, for 
purposes of this computation, is before 
reduction for gift tax credit or for 
credit under this section if the trans- 
feror, in turn, had acquired property 
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from a person who died within ten 
years prior to the death of the present 
decedent. 

Having computed the credit, as set 
forth in the preceding paragraph, the 
following limitations prescribed in sub- 
section (c) must then be applied: 


(1) The credit may not exceed the 
difference between (a) the estate 
tax (less credits for other death 
taxes and gift tax) computed with 
the transferred property included 
in the gross estate and (b) the 
estate tax so computed with the 
value of such property in the 
transferor’s estate excluded and 
giving effect to the following ad- 
justment. If a charitable deduc- 
tion is allowable to the estate of 
the present decedent, then for the 
purpose of figuring the tax under 
(1)(b) above, the charitable de- 
duction allowable is reduced by 
that portion thereof, which the 
value of the transferred property 
bears to decedent’s gross estate 
after deduction of expenses, in- 
debtedness, taxes and losses. 


(2) If the credit relates to property 
received from two or more trans- 
ferors, a separate computation 
must be made with respect to the 
estate tax paid by the estate of 
each transferor in determining the 
credit under the general rule 
outlined in subsectio.2 (b). How- 
ever, in such case, in applying 
the limitation described in (1) 
above, the property transferred 
is aggregated. The aggregate lim- 
itation thus computed is appor- 
tioned between the property re- 
ceived from each transferor. The 
credit computed by the application 
of subsection (b) is compared 
with the limitation under subsec- 
tion (c) so apportioned, in apply- 
ing the provisions of this section 
separately with respect to prop- 
erty received from each trans- 
feror. The’ percentages provided 
for in subsection (a) are to be ap- 
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plied separately with respect to 
property received from each sepa- 
rate transteror. 


The complexities of the calculation, 
which are outlined above, are best 
illustrated by an example. The exam- 
ple used by the Senate I*inance Com- 
mittee for this purpose is annexed 
hereto as an Appendix (pages 776- 
779). 

The section also provides rules for 
valuing the property transferred to 
the decedent. Such property shall be 
valued in the same manner as if a 
gift to the decedent of such prop- 
erty at the death of the transferor 
were being made, taking into account 
all encumbrances or obligations. If the 
transferor by his will leaves to the 
decedent real estate subject to a mort- 
gage (whether or not such mortgage 
was a personal liability of the trans- 
feror), the value of the property trans- 
ferred to the decedent does not under 
this section include the mortgage. If, 
however, the transferor by his will di- 
rects the executor to pay off the mort- 
gage, such payment constitutes an addi- 
tional amount transferred to the de- 
cedent. If the transferor bequeaths 
certain property to the decedent sub- 
ject, however, to his agreement, or a 
charge on the property, for payment 
of a certain amount to a third party, 
the value of the bequest is the value of 
the property reduced by such amount. 

The property transferred to the de- 
cedent by the transferor is only such 
property as the transferor can give. 
If the transferor by his will leaves the 
residue of his estate to the decedent 
and he pays, or if the estate income is 
used to pay, claims against the estate 
so as to increase the residue, such in- 
crease in the residue is acquired by 
purchase and not by bequest. Accord- 
ingly, the value of any such additional 
part of the residue passing to the de- 
cedent cannot be included in the value 
of the property transferred to the de- 
cedent. The term “property” includes 
any beneficial interest in property 
transferred to the decedent including a 
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general power of appointment and also 
property passing as the result of the 
exercise or non-exercise of a power of 
appointment. And lastly, where the 
transferor was the spouse of the de- 
cedent at the time of the transferor’s 
death, the net value of the property 
transferred to decedent shall be reduced 
by the amount which qualified for the 
marital deduction. 


(4) Annuities (Sec. 2039) 

The new law provides clarification 
of the taxability of joint and survivor- 
ship annuities. The value of an annu- 
ity or other payment receivable by a 
beneficiary by reason of surviving the 
decedent, under any contract or agree- 
ment, entered into after March 3, 1931 
(other than life insurance), is includ- 
ible in the decedent’s gross estate if 
an annuity or other payment was pay- 
able to the decedent, or the decedent 
possessed the right to receive such an- 
nuity or payment, either alone or in 
conjunction with another for his life 
or for any period not ascertainable 
without reference to his death, or for 
any period which does not in fact end 
before his death. 

It is immaterial whether the pay- 
ments to the survivor are payable in a 
lump sum, in installments, or whether 
the amount is different from that pay- 
able to the decedent. However, only 
that part of the value of the annuity 
or other payment receivable by the sur- 
viving beneficiary which the decedent’s 
contributions to the purchase price 
bears to the total cost of the contract, 
is includible. 

In the case of employees’ annuities, 
the employer's contribution will be 
treated as if made by the employee if 
the annuity was not purchased under 
a qualified pension, stock bonus, profit- 
sharing or retirement plan. Employees’ 
annuities under qualified plans, how- 
ever, will be subject to tax only as to 
the survivorship benefits attributable 
to the employee’s contribution. The 
exclusion of annuities under qualified 
plans applies only to decedents dying 


after December 31, 1953. 
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(5) Transfers Taking Effect at Death 
(Sec. 2037) 


Under the old law the taxability of 
property previously transferred by a 
decedent was determined by different 
rules depending on whether the trans- 
fer was made before or after October 
8, 1949. Under the new law the rule 
applicable to transfers after that date 
(which previously had been to the 
effect that, if possession or ownership 
of property could be obtained only by 
surviving the decedent, it was includ- 
ible in his gross estate) is made the 
same as with respect to prior trans- 
fers. That is, taxability occurs only if 
the decedent had retained a reversion- 
ary interest which, immediately prior 
to his death, exceeded 5% of the value 
of the property. However, whereas 
for transfers prior to October 8, 1949, 
the retention of such reversionary in- 
terest had to be by the express terms 
of the instrument of transfer, under 
the new law with respect to transfers 
after October 8, 1949, it is immaterial 
whether the reversionary interest arose 
by the express terms of the instrument 
of transfer or by operation of law. 


(6) Deduction for Claims and 
Expenses (Sec. 2053) 


The allowance of deduction for 
funeral and administration expenses, 
claims and debts is continued in the 
new law with a single modification. 
Whereas under the old law the amount 
of the deductions could not exceed the 
value of the property subject to 
claims (i.e., the probate estate), under 
the new law such excess is allowable 
to the full extent if the amounts 
claimed as deductions, are paid before 
the time prescribed for filing the es- 
tate tax return (fifteen months after 
death). 

In addition, provision is made that 
expenses in connection with adminis 
tering property included in the gross 
estate but not subject to claims (non- 
probate property) are also allowable 
without regard to the value of the pro- 
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bate estate if they are paid prior to the 
expiration of the statute of limitations. 


(7) Charitable Transfers (Sec. 2055) 

The new law provides that where, 
prior to the due date of the estate tax 
return, there has been a complete ter- 
mination, before its exercise, of a 
power to consume, invade or appro- 
priate property for the benefit of an 
individual, for any reason, the termina- 
tion shall have the same effect as if 
there had been an irrevocable dis- 
claimer sufficient to qualify the prop- 
erty for a charitable deduction if the 
property goes to charity as a result of 
the termination. 


(8) Transfers to Veterans’ 
Organizations (Sec. 2055) 


The new law adds to the charitable 
transfers which are exempt from tax 
those made to or for the use of any 
veterans’ organization incorporated by 
Act of Congress no part of the earn- 
ings of which inures to the benefit of 
any private shareholder or individual. 
Inter vivos gifts to such organizations 
are exempt from gift tax; the new law 
extends the exemption to testamentary 
gifts as well. 


(9) Marital Deduction (Sec. 2056) 


Under the old law the marital deduc- 
tion was allowed for property left in 
trust for a spouse, all of the income of 
which was given to the spouse with a 
general power of appointment over the 
entire property. Because of variations 
in local law regarding the definition of 
a “trust” and technical questions as to 
whether a “legal life estate” qualified 
as a trust, the law has been amended 
to allow the deduction for all interests 
in property passing from the decedent 
where the surviving spouse has a life 
interest in the income and a general 
power of appointment and certain 
other specified conditions are met. 

There was also doubt, under the old 
law, if the surviving spouse had the 
right to part of the income plus a gen- 
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eral power of appointment over only 
the corresponding part of the property, 
as to whether that part of the property 
qualified for the marital deduction. The 
new law makes it clear that such part 
does qualify and the rule applies to life 
insurance and annuity payments where 
the spouse’s power extends to a por- 
tion of the payments under the con- 
tract. 


(10) Stocks Situated in the 
United States (Sec. 2104) 
Under the new law stock held by a 
non-resident alien is treated as prop- 
erty situated in the United States only 
if it is stock of a domestic corporation. 
The additional rule, under the old law, 
that stock of a foreign corporation 
owned by a non-resident alien was con- 
sidered as situated in the United States 
if the certificates were physically lo- 
cated here, has been eliminated. 


(11) Exemption for Certain 
Members of the Armed Forces 
(Sec. 2201) 


The exemption from additional es- 
tate tax of members of the Armed 
l‘orces, dying in a combat zone or 
dying from wounds or diseases in- 
curred while in a combat zone, which 
applied only to those dying before Jan- 
uary 1, 1955, has been extended to 
cover any period in which persons gen- 
erally are subject to induction under 
the draft law. 


Gift Tax 
(Applicable to gifts made in 1955 


and later years) 
(1) Due Date of Return 
(Sec. 6075(b)) 

Gift tax returns, which must be 
filed on a calendar year basis, will be 
due on April 15th of the following 
year instead of March 15th. 


(2) Gifts to Minors (Sec. 2503) 


The old law presented serious -prob- 
lems with respect to gifts to minors 
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because of the denial of the $3,000 ex- 
clusion with respect to gifts of future 
interests. Gifts to minors in trust, or 
through guardians who were personally 
responsible for the support of the 
minors, have been held gifts of future 
interests. To correct this situation the 
new law provides that gifts to minors 
will not be considered gifts of future 
interests if 


(a) the income and property may be 
spent by or for the minor prior 
to his reaching 21, and 


(b) to the extent not so spent will 
pass to the minor when he 
reaches 21, or if he dies before 
reaching majority, then to his 
estate or as he may have ap- 
pointed under a general power. 


(3) Future Interests (Sec. 2503) 


Under the old law it has been held 
that, where a gift is made of a life 
estate and the trustee has the power to 
pay over the principal to the life tenant 
in his discretion, the income interest 
cannot be determined and therefore the 
gift of the income is one of a future 
interest. The new law provides that, 
where there has been a transfer of a 
present interest in property, the possi- 
bility that such interest may be dimin- 
ished by the exercise of a power shall 
be disregarded if no part of such inter- 
est will ever pass to any other person. 


(4) Revaluation of Gifts for 
Prior Years (Sec. 2504) 


Since the gift tax is progressive, the 
computation of any year’s tax de- 
pends upon the amount of prior years’ 
gifts. Under the old law, although the 
statute of limitations may have expired 
with respect to the gift tax liability for 
a particular year, the Internal Revenue 
Service was not estopped from revalu- 
ing the gifts in connection with the de- 
termination of the tax for a subsequent 
open year. Thus, taxpayers had no 
certainty as to gift tax valuation even 
after a year was closed. To correct 
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this situation the new law provides that 
after the expiration of the statute of 
limitations the value of a gift made in 
a previous calendar year for which a 
tax was paid or assessed shall be con- 
clusively fixed for computing the tax 
on subsequent gifts at the value of such 
gift which was used in computing the 
tax for the last preceding calendar year 
for which a gift tax was assessed or 
paid. 

It should be noted that this rule ap- 
plies oniy where a tax was either paid 
or assessed with respect to the year of 
the gift; gifts made in a year for 
which there was no tax are still subject 
to unlimited revision in connection with 
taxation of subsequent gifts. Prac- 
titioners will give thought to the desira- 
bility of having the taxpayer make 
sufficient gifts to create a small tax for 
years where problems of valuation may 
exist, so as to bring the gift within the 
protection of this section. 


(5) Tenancies Between Spouses 
(Sec. 2515) 


Under the old law creation of a 
tenancy by the entirety (or a joint 
tenancy between spouses with right of 
survivorship) may result in a gift 
where none was intended. Under the 
new law, unless the spouse who furn- 
ishes the major part of the considera- 
tion elects to be taxed, a transfer to 
such a tenancy will not be regarded as 
a gift at the time of transfer. When 
the tenancy is terminated (other than 
by death of a spouse) a gift is con- 
sidered as occurring to the extent that 
the proceeds are returned to the hus- 
band and wife in proportions other 
than the proportions in which the origi- 
nal consideration was furnished. Thus, 
if the husband originally furnished 
80% of the cost of property and the 
proceeds on disposition were divided 
equally, then a gift of 30% of the 
proceeds will be deemed to have been 
made on the distribution. 

The election to be taxed on the origi- 
nal transfer to the tenancy by the en- 
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tirety or joint tenancy must be made 
by filing a gift tax return reporting the 
transfer even if the value of the gift is 
less than $3,000. 


(6) Property Settlements (Sec. 2516) 


Property settlements between spouses 
made incident to divorce have been held 
not to constitute gifts where the settle- 
ment was incorporated in the decree of 
divorce. Where not so incorporated, 
there has been considerable doubt as to 
whether a gift may have been made. 
To remove the uncertainty Congress 
has provided that, where there is a 
written agreement relative to marital 
and property rights and the divorce 
occurs within two years thereafter, any 
transfers made in pursuance of the 
agreement to either spouse in settle- 
ment of marital or property rights or 
to provide an allowance for the sup- 
port of issue during minority shall not 
be considered gifts, whether or not 
such agreement is approved by the 
divorce decree. 


(7) Marital Deduction (Sec. 2523) 


To correlate the gift tax marital de- 
duction with the estate tax marital de- 
duction it is provided for gift tax pur- 
poses that a transfer of a legal life 
estate to a spouse coupled with a gen- 
eral power of appointment qualifies for 
the gift tax marital deduction. Similar 
changes have also been made where the 
spouse’s interest and power of appoint- 
ment are only with respect to a portion 
of the property. Such portion may 
qualify for the gift tax marital de- 
duction. 


(8) Taxation of Non-Resident Aliens 
(Sec. 2501) 


Under the old law non-resident aliens 
were taxed on all gifts of property 
within the United States. Under the 
new law non-resident aliens not en- 
gaged in business in the United States 
are taxed only on gifts of tangible 
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property located in this country. The 
change was made because of the obvi- 
ous ease of removing intangible prop- 
erty from the country before making a 
gift. This resulted in the loss to U. S. 
financial institutions of depository and 
custody business since non-resident 
aliens intending to make gifts would 
either deposit their securities elsewhere 
or transfer them out of the country 
before making gifts. Non-resident 
aliens engaged in business in the 
United States are taxed on gifts of all 
property located in this country. 
Appendix 

Illustration of Computation of 
Credit for Tax on Prior Transfers 

(As Set Forth in Senate Finance 

Committee Report) 


A dies December 1, 1953. He has 
a gross estate of $640,000 and no de- 
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ductions. He transferred $300,000 
to B. 


B dies December 1, 1954. He has 
a gross estate of $1 million and a de- 


duction of $50,000 for debts. B be- 
queathed $100,000 to D. 
C dies December 1, 1952. He has 


a gross estate of $200,000, funeral ex- 
penses of $10,000 and a charitable 
bequest of $20,000. He transfers 
$100,000 to his wife, D. 

D dies December 1, 1961. She has 
a gross estate of $800,000, a charitable 
deduction of $50,000, and a deduction 
for expenses of $50,000. 

All estates paid State death taxes 
equal to the maximum credit for State 
death taxes except C, who paid a State 
death tax of $100. No legatee paid any 
estate tax imposed on the estate of the 
decedent. All of the decedents are 
United States citizens. 


(The Appendix is continued on page 777) 
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Computation of Credit for B: 
(a) A’s tax attributed to transfer of $300,000 to B (subsec. (b)): 
(1) A’s tax: 


A’s taxable estate plus exemption ................ $640,000 
Toms: { femew 900; 2008S Hao scene iax ogi ea $173,700 
Less credit for State death taxes (sec. 2011) .... 15,600 
TOS CRs bsscdtthsertdacueteeee $158,100 
(2) Computation of credit: 
$300,000 
Credit = $158,100 x = $101,715.63 





$640,000 — $173,700 


(b) Limitation on credit applicable with respect to B’s tax 
(subsec. (c)): 


(1) Tax payable by B without regard to this section: 











MGEROSS 1 CStAEG Sores cscs eratenn ae, oe sioretornet et $1,000,000 
TESS: CEGUCHIORS s «. 6:5: 6:5.5¢<c0:sb00,5,0hersecer 110,000 
Famatie este. ¢o04 cis bere $ 890,000 
{ee Err rrr eT Cnr $ 285,000 
Less State death tax credit .......... 30,400 
Tax before credit on prior transfers ....... $254,600 
(2) Tax on B’s gross estate excluding prior taxed transfer: 
| ee re Pre Fe $ 700,000 
TEL OTIS oi ay 5:5 asars: Srokevaxee Repent ees 110,000 
pe. ee rT $ 590,000 
DOG ov csxnkaeiavneescanceeeee $ 177,200 
Less State death tax credit ......... 16,000 
Tax excluding transferred prop- 
3) ERE COE TTT CT ca rite $ 161,200 
(3) Limitation on credit: 
(Bete Pryor repre ter reer res ok $ 254,600 
RM FR Es ds cs anes econ 161,200 
Maximum credit allowable ...... $ 93,400 


(c) Per cent of credit to be taken into account: 
Since B died within 2 years of A, 100 per cent credit is 


to. ‘be taken- info: account 3.509.205 goat. nee eee 93,400 
SOR AMG scene tei $161,200 
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2. Computation of Credit for D: 
(a) B's tax attributable to transfer of $100,000 to D: 





(1) B’s tax (computed in 1(b)(2)) ......... $161,200 
Credit for prior taxed transfer within 10 
See. eee eee Ot rye 93,400 
Tax due plus credit on prior transfers ..... 
B’s tax computed in 1(b)(2) .......... $161,200 
Slate seat taxes! vic otete sistelele a.ne «alee 30,400 
TE GS «ob Se eh ea ees 
(2) Computation of credit: 
$100,000 
Credit = $254,600 x = $33,570.68 





$890,000 — $191,600 + $60,000 
(b) C’s tax attributable to transfer of $100,000 to D: 
(1) C’s estate tax: 


LTRS SMES EAS 5.9: ara idsevareronesasSae horse alats elaratembemt telelaie a) aleres 
IEE Laaaisiennin.n's pox npn vice 4a eer tea ee eels 
AGicaeted r08e COG H65: 66k Cl ke SRG Os 
Less deductions: 

Marital deduction .............4.- $ 95,000 
CE 5.6 e Vad few R RESON eS 20,000 
ree ee rere ee 60,000 
ACARATIO CSBALE® « nsicevice. evened avers SE oer eee 

TRAC: xc anidabe sonanefordicnaninshehaconerecedi dvds DR $ 1,050 
State ientiotake< ol ed Mie Petters heer 100 


(2) Computation of credit: 
$100,000 — $95,000 
Credit = $1,050 x — = $71.09 
$15,000 + $60,000 — $1,150 





(c) Limitation on credits with respect to transfers from B and C: 


(1) Tax payable by D without regard to this section: 


ED'S SEOSS FOStALC (os iav'v Wi w''a) aus, Sacbereus 9.0 ie ater arenes ois.0 a pols 
Deductions: 
PT ore eee eee $ 50,000 
PRION. 0 pi eu daiahs «me ehe Ae 50,000 
RUIN 6 eck cea cd « Povuretass 60,000 
Paxaplevestate: jk sewed nb wi aieerd ear 
CS ee Soe Pee eee ee $194,700 
ess: State; death tax :Creditticcciconas ee oc 18,000 
STONE kos dn acne ecceelteie $176,000 
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(2) Tax on D’s estate excluding prior taxed transfers: 
Cree GONE: ok 0. aS Sha be VAN $695,000 


Deductions: 














$105,000 
Charity = $50,000 —$50,000 x —-—————_- = $43,000 
$800,000 — $50,000 _ 
ROUNOS: nisin Saas Sas ed ves ee 50,0 
Ixemption Sigie (ie: Selene a 61506 aise eae eherate 60,000 
153,000 
Estate to be taken into account ........... $542,000 
ME chert cs bakinaua ne Ps Gade oe eae eee $160,400 
Less State death tax credit ............ 14,080 
WUE ied cin ss pawacdeenaws $146,320 
(3) Limitation on credit: 
DAE TE 86 wc Fie wkarscxses ieee ++ $176,700 
|B 1, (0 ee Re rere ne) ren ey eee 146,320 
Maximum credit allowable ............... $ 30,380 
(4) Apportionment of limitation: 
FOROINe TONE Se 5 oko cs bana eae eee $ 5,000 
rans her verona ES) ays dices: 0 «<a clereve ko ota 100,000 
[| ry ret eee TERT TR le $105,000 
Portion to transfer from C (5/105 of $30,380) .......... $ 1,446.67 
Portion to transfer from B (100/105 of $30,380) ........ 28,933.33 
(d) Application of percentage limitation to estate of D: 
Unadjusted credit for— 
(33° Dempeter. Trem. ©. 465 50a dev Bade $ 71.09 
Per cent taken into account .......... .20 
Gredittor transtéer from: © 222 ges eo $ 14.22 
(2) Limitation for transfer from B ...... $28,933.33 
Per cent taken into account .......... 40 
Crecht for transferifromeB © .....25.<47 oes 11,573.33 
"TOR ‘CRORE oi. veveeeee ieee $11,587.55 
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Conducted by BenJAMIN Harrow, C.P.A. 


Coming State Tax Changes 

1955 should see many changes in 
the State Income Tax law and some 
changes in the Franchise Tax laws. 
The chief impetus for such changes is, 
of course, the new Internal Revenue 
Code of 1954. The State will probably 
wish to conform its law with some of 
the changes made by the 1954 Code. 
As we previously noted,' Governor 
Dewey has asked the President of the 
State Tax Commission to take a new 
look at the State tax laws and make 
some streamlined recommendations in 


line with the Federal changes. The 
Governor himself made several sug- 


gestions. 

Our State Tax Committee has com- 
piled about 51 specific changes for the 
Commission to recommend to the next 
Legislature, at the same time suggest- 
ing a complete revision of the Income 
Tax Law, the Unincorporated Busi- 
ness Tax Law and the Estate Tax Law. 

Some of the suggestions will be 
commented upon below. 





3ENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928, and a member of the Amer- 
ican Institute of Accountants since 
1922. He is a member of the New 
York Bar and Professor of Law at 
St. John’s University. 

Mr. Harrow is a past Vice-Presi- 
dent of the Society. He is now 
serving as Chairman of the Com- 
mittee on Publications and is a past 
Chairman of the Committee on 
State Taxation. He is also a mem- 
ber of the Institute’s Committee on 
Federal Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 











Dividends from Regulated 
Investment Companies 


Under the 1954 Code, as well as 
under the previous Code, dividends 
from regulated investment companies 
earmarked as distributions out of capi- 
tal gains, are taxable to the share- 
holders as capital gains (Sec. 852). 
There is no similar provision under 
the New York income tax law and the 
State Taxation Committee recom- 
mends that such dividends receive 
capital-gain treatment under the State 
law. Incidentally, such capital-gain 
dividends are not eligible for the ex- 
clusion from income, the credit for di- 
vidends, or the dividend deduction un- 
der the new Code. 

The State has a somewhat different 
approach toward capital gains than the 
federal government. Nevertheless it 
is desirable to minimize the differences 
between federal and state treatment of 
income and _ this recommendation 
should receive favorable consideration 
by the Tax Commission. 


Income from Annuities (Section 
359 (2)(b)) 


The present state law is similar to 
former federal law. The annuity is 
taxed up to 3% of the cost of an an- 
nuity. This has been in effect since 
1935. Experience has shown that this 
rule is unrealistic and the new Code 
has abandoned it. The new approach 
is to spread the cost of the annuity 
over the life expectancy of the an- 
nuitant, and each payment in excess 
of the cost apportioned to the pay- 
ment is taxable as income. It is pos- 
sible for the annuitant to recover his 
cost over the years, but he will still 
be taxed only on the excess of the ap- 
portioned cost. The new annuity rules 


1The New York Certified Public Accountant, Sept., 1954, No. 9, p. 584. 
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apply to any proceeds of life insurance 
endowments or annuity contracts pay- 
able in installments, whether over a 
fixed number of years or for life. 

A lump-sum payment of the pro- 
ceeds of a life insurance, endowment 
or annuity contract, made for reasons 
other than the death of the insured will 
no longer be taxable in the year of 
payment. The taxable portion of the 
lump-sum payment will be spread over 
the taxable year and the two preceding 
years, and the tax will be computed as 
though the payment had been received 
ratably over the three years. 

Under the 1939 Code, upon the 
maturity of an endowment contract 
the insured was deemed to have re- 
ceived the proceeds constructively and 
taxed at ordinary income rates even 
though he thereafter may have exer- 
cised an option to take the payments 
in installments. Under the 1954 Code, 
if the insured within sixty days after 
the maturity of the policy elects to 
take the proceeds as an annuity, the 
constructive receipt doctrine will not 
apply. 

The taxation of annuities and in- 
surance proceeds under the state law 
generally have followed the federal 
rules. Undoubtedly the new Code will 
be the pattern for similar changes by 
the State. 


Definition of Capital Assets 


Under the New York State income 
tax law, gain realized from the sale 
of real property or depreciable prop- 
erty used in a business is taxable as 
ordinary income. A loss correlatively 
would be an ordinary loss. Under the 
federal law, such a gain would be a 
capital gain while the loss would be 
deductible in full as an ordinary loss 
(1954 Code, Sec. 1231; formerly Sec. 
117j). On a number of occasions the 
State has been asked to conform its 
law to the federal rule. It has never 
agreed to such a change. Our State 
Tax Committee renews the recom- 
mendation at this time. It is unlikely 
that the State will accept the sug- 
gestion. 
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Distributions in “Spin-off” 
Reorganizations 


Our State Tax Committee recom- 
mends the recognition of a distribution 
in a spin-off type of reorganization as 
nontaxable. Until February 22, 1939, 
the State income tax law contained 
such a provision. When the federal 
law was changed to make such a distri- 
bution taxable, the State changed its 
law to conform with the federal law. 

This is a desirable and necessary 
change. The Tax Commission has con- 
sidered it in prior years, but has re- 
frained from recommending it because 
of the impact of such a provision on 
the dividend tax in the case of real 
estate corporations that may make such 
distributions. The State is concerned 
over the possible immediate loss of 
revenue under the 2% tax on dividend 
distributions. 


Corporate Liquidations 
(Sec. 354 (9)) 


In 1952, the New York Legislature 
amended this section and for one year 
permitted a corporation to liquidate 
within one calendar month without tax- 
ing fully the distributions to stock- 
holders (former Sec. 112(b) (7) ; now 
Sec. 333). Under the 1954 Code, such 
a provision is now a permanent part of 
the Code. The Tax Commission has 
not looked with favor on this device 
for deferring a tax on appreciated 
assets. The State’s problem is com- 
plicated by the fact that its jurisdic- 
tion to tax is limited generally to resi- 
dents and non-residents earning in- 
come within the State. The jurisdic- 
tion of the federal government covers 
residents of all the states. The State 
has been concerned over the fact that 
some distributions may ultimately 
escape all tax. 

While our Committee makes the rec- 
ommendation that the one-month liqui- 
dation provisions be made a permanent 
part of the State law, it is unlikely that 
the Tax Commission will accept it. 


781 















New York State Tax Forum 


Gain from Sale of Personal 
Residence 


The New York law does not tax a 
gain on the sale of a residence if a new 
home is purchased within a period of 
six months before, the sale or six 
months after the sale. Our Committee 
recommends that this be changed to 
one year before the sale and one year 
after the sale, to conform with the 
federal law. 

Our Committee also recommends 
that the state adopt the concept of 
“adjusted sales price” to conform with 
the 1954 Code. That would allow 
an adjustment of the selling price for 
fixing-up expenses incurred within 
ninety days prior to the sale, and 
reduce the recognition of gain where 
the adjusted sales price of the old 
residence exceeds the cost of acquiring 
a new home 

Both recommendations should be 
acceptable to the Tax Commission. 
It should be noted that under State 
law a loss on the sale of a residence 
is an allowable deduction as a capital 
loss. 


Basis of Property Acquired 
from a Decedent 


Property acquired from a decedent 
generally takes as a basis for deter- 
mining subsequent gain or loss, the 
fair market value of the property as 
of the date of death; or, under the 
federal law, the vaiue on the optional 
value date if that is used. The State 
does not use an optional date. Under 
the 1939 Code as well as the New York 
State law, this rule does not apply to 
property transferred during decedent’s 
lifetime in contemplation of death, nor 
to property acquired by survivorship 
even though such property is includ- 
ible in the gross estate at the date of 
death value. 

The new Code provides that the 
value as of date of death may be used 
as a basis generally in the case of all 
property includible in the gross estate 
for estate tax purposes. The new basis 
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rules will not apply if the property 
was sold or exchanged before deced- 
ent’s death by the person to whom the 
property passed from the decedent. In 
the case of a gift by decedent in con- 
templation of death, the basis to the 
donee generally would be the donor’s 
basis. Also, the value as of the date 
of death would have to be reduced by 
any deductions allowed for deprecia- 
tion on property before the death of 
the decedent. 

Our Committee recommends the 
adoption of a similar rule under the 
New York Income Tax Law. The 
Tax Commission will probably accept 
this recommendation. 


Alimony and Separate Mainte- 
nance Payments 


Under the New York law a wife is 
taxable on periodic payments received 
from her husband subsequent to a di- 
vorce decree if the payments are made 
under such decree or under a written 
instrument incident to a divorce or 
separation. That also was the law 
under the 1939 Code. The 1954 Code 
extends the taxability to the wife of 
such payments if they are made under 
a voluntary written separation agree- 
iment executed after August 16, 1954, 
even though the agreement is not part 
of a divorce decree. The new pro- 
vision does not apply in case a joint 
return is filed. 

Our Committee recommends a simi- 
lar amendment to the New York law. 
The Tax Commission should accept 
this recommendation. 


Accident and Health Benefits 


The new Code (Sec. 105) exciudes 
from gross income amounts received 
by a taxpayer from his employer or 
under accident or health insurance poli- 
cies or plans to reimburse the taxpayer 
for medical expenses incurred by him 
for himself, his spouse and his de- 
pendents, except to the extent that he 
has taken a medical expense deduction 
for such expenses. The payments are 


December 





all 
un 
Vi 





erty 
-ed- 
the 

In 
‘on- 
the 
or’s 
late 
| by 
Cia- 
. of 


the 
the 
The 


cept 


e is 
ived 

di- 
lade 
tten 

or 
law 
ode 
: of 
ider 
ree- 
954, 
part 
DTO- 
oint 


imi- 
law. 
cept 


ides 
ved 

or 
oli- 
er 
him 
de- 
t he 
tion 


are 


ber 











also excludible if they represent com- 
pensation for permanent injury and 
are computed without regard to the 
period the employee was absent from 
work. This section provides for an- 
other and most important exclusion 
from gross income, benefits for loss of 
wages not in excess of $100 per week 
paid during absence from work due 
to injuries or sickness. Payments for 
the first seven days are taxable unless 
the employee is hospitalized for at least 
one day during that period or if the 
absence is due to an injury. 

In his recent recommendations to the 
President of the State Tax Commis- 
sion for a review of the New York 
State Income Tax Law, Governor 
Dewey made a specific reference to the 
liberalization of the tax treatment of 
such benefits and we may expect a 
specific recommendation by the Com- 
mission of a similar provision under 
the State law. 

In line with the above provision is 
the one in Section 106 which excludes 
from gross income of an employee the 
employer’s contributions to accident or 
health plans for employees. 

Our Committee has made recom- 
mendations to conform the State law 
with Sections 105 and 106 of the 1954 
Code. 


Depreciation 


Our Committee makes a recommen- 
dation that the law be amended to 
allow depreciation deductions computed 
under the new elective methods pro- 
vided in Section 167 of the 1954 Code. 
A taxpayer’s record-keeping would be 
unduly complicated if he elected to 
compute depreciation for federal in- 
come tax purposes under the declining- 
balance method or sum-of-the-years’- 
digits method, but was limited to the 
straight-line method for New York 
State Income Tax purposes. In our 
opinion such a recommendation could 
be put into effect by regulation and 
would not require a change in the law. 

If adopted by the Tax Commission, 
the rate under the declining-balance 
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method should be like the federal law, 
not in excess of twice the straight-line 
rate. The adoption of a new look at 
the depreciation deduction should also 
provide for a right to change at any 
time from the use of a declining- 
balance method to the straight-line 
method, as the federal law does. 


Optional Deduction 


Our Committee makes two recom- 
mendations with respect to,the optional 
deduction. One is that it be made 
revocable, as in Section 144 (b) of the 
1954 Code. The other recommendation 
is more important, and that is that an 
individual engaged in business as a sole 
proprietor be allowed to elect the 
optional deduction in lieu only of non- 
business deductions. As construed bi 
the Tax Commission the optional de- 
duction is available in lieu of all deduc- 
tions, business and non-business. This 
construction is not applied to individu- 
als deriving income from partnerships, 
and puts an individual in business in 
an unfavorable position compared with 
one deriving income from a partner- 
ship. This is a good time to correct 
a construction of the law that was 
probably never intended. 


Some Accounting Recommendations 


The 1954 Code attempted to bring 
tax accounting into closer conformity 
with sound accounting principles. 
Under the 1939 Code real property 
taxes had to be acrued on a single date 
rather than spread over the period cov- 
ered by the tax. In addition, the 
apportionment of the tax between 
vendor and vendee was not recognized 
for tax purposes because of the con- 
cept of a single-date accrual. Now, a 
taxpayer may elect to accrue the real 
property tax ratably over the period 
covered by the tax. The election is not 
available to a tax deductible under the 
prior rules in any year beginning be- 
fore 1954. The tax will be allowed 
as a deduction for the first income tax 
year commencing in 1954, even though 
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period but is de- 
under the former 


it covers a prior 
ductible currently 
rules. 

As between vendor and vendee the 
deduction for the real estate tax is 
divided between them in proportion to 
the property tax year before and after 
the sale. If the apportioned tax is not 
otherwise deductible by the vendor or 
vendee it is deductible on the date of 
the sale. If the vendor has already 
deducted any tax -apportioned to the 
vendee, the apportionment to the ven- 
dor is a tax recovery and taxable in- 
come to the vendor, subject to the tax 
benefit rules. The tax apportionment 
provision is not applicable except in 
the case of a sale of property. Our 
Committee recommends similar treat- 
ment under the New York law. 

Under the 1939 Code a reserve for 
expenses and losses, not uncondition- 
ally fixed even though susceptible of 
estimation with reasonable accuracy, 
was not allowed for tax purposes. The 
1954 Code permits such reserves to an 
accrual-basis taxpayer. A reasonable 
addition to a reserve may be deducted 
for estimated expenses which are at- 
tributable to the income of the taxable 
year or prior years, which are not 
attributable to income of taxable years 
not covered by the election to deduct 
reserves, which are not attributable to 
prepaid income which a taxpayer may 
now elect to defer. The Commissioner 
must be satisfied that the expense can 
be estimated with reasonable accuracy. 
It should be noted that, if elected, the 
reserve made must be used for all 
estimated expenses of the particular 
business. A reserve is not to be set up 
for contingent or contested items or 
indefinite possible future losses. 

Accountants had been quite con- 
cerned about the tax treatment of de- 
ferred income or expense. In the case 
of prepaid expense such expenses were 
related to future periods even as to a 
taxpayer reporting on a cash _ basis. 
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But prepaid income generally was tax- 
able as income when received, even as 
to a taxpayer reporting on the accrual 
The 1954 Code permits an elec- 
tion to an accrual basis taxpayer to 


basis. 


defer prepaid income. There must 
exist a liability attached to such income 
extending into a future period, to ren- 
der services, furnish goods, or other 
property, or allow the use of property. 

To protect the revenue special pro- 
visions are contained in the law. If the 
period of prepayment is more than 
five years the income is to be reported 
equally over a six-year period, which 
includes the year of receipt of the 
income. If the period of prepayment 
is uncertain, the portion that can be 
allocated to the first five years is to 
be so allocated, while the balance is 
reportable equally over a six-year pe- 
riod. If the period of prepayment is 
not more than five years, the income 
may be reported on the basis of proper 
accounting. If a taxpayer dies or ceases 
to exist, any unreported prepaid in- 
come is immediately taxable. That is 
true also where the obligations at- 
tached to the prepaid income cease. 

The election to set up reserves for 
estimated expenses and the election to 
defer prepaid income apply separately 
to each business of a taxpayer. Once 
made the election is binding for the 
year of election and all future years, 
and may be changed only with the 
consent of the Secretary or his dele- 
gate. In the first year beginning after 
1953, the election may be made with- 
out consent, no later than the due date 
of the return for such year. The elec- 
tion does not affect items which were 
includible in a period preceding the 
first year for which the election is 
effective. 

Our Committee includes all four 
provisions in its recommendations to 
the Tax Commission. They will prob- 
ably be accepted. 
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Conducted by Louis H. Rappaport, C.P.A. 


The 83rd Congress made a number 
of changes in the Securities Act of 
1933 which were approved by the 
President and became effective on Oc- 
tober 10, 1954. These were the first 
major changes in [ederal securities 
laws in over a decade. Two of the 
changes are of interest to public ac- 
countants: one relates to the dissemi- 
nation of information about a security 
before the effective date of a registra- 
tion statement; the other relates to 
financial statements in prospectuses 
used more than nine months after the 
effective date of a registration state- 
ment. 


Dissemination of Information Prior 
to Effective Date 


The most important change involves 
Section 5 of the Act. Before the 
amendment, it was unlawful to offer 
or sell a security unless a registration 
statement was in effect in respect of 
the security. This meant that, prior to 
the effective date of the registration 
statement, there could be no solicitation 
of offers. It has also been contended 
that the free flow of information con- 
cerning a new issue during the “wait- 
ing period” (that is, the period between 
the date of filing with SEC and the 
effective date, normally about 20 days ) 
has been limited because of the fear on 
the part of underwriters that com- 
munication with prospective customers 
might be construed to be illegal offers. 
In the belief that this constituted an 
unreasonable restraint on the securities 
business, Congress amended the law to 
permit the making of written offers to 
sell and solicitation of offers to buy 





Louts H. Rappaport, C.P.A., is 
a partner in the firm of Ly- 
brand, Ross Bros. & Montgomery, 
OR Uy Sy 2 
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during the “waiting period” before the 
effective date of a registration state- 
ment by means of a “preliminary” or 
“summary” prospectus filed with the 
Commission prior to its use. The 
amendment to the Act continues to pro- 
hibit the sale of securities or the mak- 
ing of contracts to sell or contracts of 
sale prior to the effective date of the 
registration statement. 

The preliminary or summary pros- 
pectus is something new—a creature 
of Congress and the SEC. It is not 
the same as the statutory prospectus 
which must be given to the purchaser 
of a registered security, but is expected 
to be an abbreviated form of the statu- 
tory prospectus. The nature and form 
of preliminary or summary _pros- 
pectuses are presently under considera- 
tion by the Commission, and it is be- 
lieved that proposals for the adoption 
of appropriate rules regarding them 
may be published for comment within 
the near future. In the meantime, dis- 
semination of information relating to 1 
security prior to the effective date will 
be by means of the usual statutory 
prospectus. It is suggested, however, 
that the issuer await the SEC’s letter 
of comments resulting from their re- 
view of the registration statement be- 
fore distributing the statutory pros- 
pectus. Ordinarily this letter is issued 
about ten days after the registration 
is filed. 


Prospectus Used More than Nine 

Months After Effective Date 

The other principal change in the 
Act is in relation to a prospectus used 
over a long period of time. Previ- 
ously the law contained provisions re- 
lating to a prospectus used more than 
thirteen months after the effective date 
of the registration statement. The 
Commission’s rule (427) under this 
section previously provided : 

(Continzed on page 787) 
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A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 














Conducted by Max Brock, C.P.A. 


New Rules for Diazo Machine 
Processing of Federal and 
New York State Tax Returns 


We are indebted to Jack H. Klein, 
C.P.A., for sending in the following 
material : 

“The Federal Bureau of Internal Reve- 
nue as well as the tax authorities of New 
York State, have, within the past three 
weeks, issued to a tax blank printing com- 
pany certain new rulings that are of par- 
ticular interest to accountants using diazo 
type equipment for the reproduction of tax 
returns. 

With the introduction of the new, small 
size diazo equipment, many accountants 
considered themselves obligated to file the 
reiurns as single pages with the Federa 
government. These single page prints 
would then be stapled together in the 
proper page sequence. 

In the case of New York State, ac- 
countants desiring to use this method of 
filing returns would have had to tape the 
returns together with a special scotch tape. 
This was, at best, a questionable and in- 
volved procedure. 

Now, by using sensitized paper that has 
been coated on BOTH sides of a 24 pound 
paper, the complete return may be pre- 
pared on the small equipment on one sheet 
of paper. The translucent tax form is 
purchased for this purpose as a flat sheet 
consisting of two parts; one part has half 
the pages of the complete return, and the 
other sheet has the remaining pages of the 
form. The sequence of the pages on each 
of the translucent sheets ‘supplied is such 
that when the print is finally made all the 
pages appear in order. The final copy 





Max Brock, C.P.A. (N. Y., Pa.) 
is a former chairman of the Com- 
mittee on Administration of Ac- 
countants’ Practice of the New York 
State Society of Certified Publi 
Accountants. He is a lecturer at 
The City College of New York in 
the graduate course of Accounting 
Practice. Mr. Block is a member of 
the firm of Anchin, Block & Anchin. 
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print is folded once, signed and is then 

ready for filing. 

The advantages of this new system are 
many: In the first place, collating is 
largely eliminated. In the case of New 
York State, a complex job of taping pages 
together is avoided. The smaller size 
paper now required makes for ease of 
handling in all size machines, particularly 
in these new small machines. 

A Note of Caution: Nothing has been 
changed in the old rulings, only a new 
ruling has been added. In the case of 
New York State it is still forbidden to 
file diazo prints as single pages unless 
they are taped together. Note the differ- 
ence between single pages and a single 
sheet of paper.” 

Joseph J. Tucker, C. P. A., also re- 
ported the acquiescence of the State 
Tax Department to certain time sav- 
ings measures which will be later dis- 
cussed. 


Analysis of Non-Productive Time 


All accounting firms, at some time 
or other, are unable to assign one or 
more of their staff to productive jobs. 
In addition, considerable time is lost on 
account of illness, vacation, and other 
causes. The aggregate is substantial 
and is worth recording and analyzing. 
The process is simple and not time- 
consuming, but the disclosures may be 
interesting and may even lead to some 
ameliorating action. 

Non-productive time, for any rea- 
son, should appear on staff time-re- 
ports in all cases. The data are sum- 
marized for each payroll period by 
man-hours and by causes. [*irms that 
cost-out payroll could calculate the dol- 
lar amount for each type of time loss. 

The following are the major cate- 
gories of non-productive time: 


Illness Holidays 
Vacations Unassigned 
Personal* Public Relations 
Administrative Educational 


* Includes CPA examination time, etc. 
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Proof of Mailing 
times, when 
other document was not received. 
registered mail, 


use of receipt 


A form of 
orm #3817. 


a receipt. 


plete the form, which requires a 


a post office clerk. 
senting it. 


stances where, 


receipt. 


(a) There may be omitted from 


therein. 


ments as of a date not more than 


the last fiscal year of the’ registrant 


date are included in .the prospectus. 
uncertified financial statements are 
cluded in a prospectus pursuant to 


when available. 


vide that 
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Office and Staff Management 


Proof of mailing is a vital matter, at 
: Treasury Department 
may claim that a tax return, protest, or 


countants cope with this problem by 
various methods, such as delivery by 
messenger and obtaining a receipt and 


quested. Other mailings by accountants 
may require evidence of that action. 

proof not generally 
known is the use of U. S. Post Office 
This form is actually 
It is only necessary to com- 


stamp, and present it with the letter to 
He will stamp the 
form and return it to the person pre- 


The form may be useful in those in- 
for whatever reason, 
proof of mailing is desired yet one does 
not want to use registered mail and 


prospectus used more than 13 months after 
the effective date of the registration state- 
ment any information previously required 
to be contained in the prospectus insofar 
as information covering the same subjects 
as of a date not more than 12 months prior 
to the use of the prospectus is contained 


(b) Every such prospectus shall contain 
the latest available certified financial state- 


months prior. to its use except that, where 


ended within 90 days prior to the use of 
the prospectus, the certified financial state- 
ments may be as of the end of the preced- 
ing fiscal year provided uncertified finan- 
cial statements as of the latest practicable 


rule, certified financial statements as of the 
end of the last fiscal year shall be substi- 
tuted therefor or added to the prospectus 


The law has been changed to pro- 
“when a prospectus is used 
more than nine months after the effec- 
tive date of the registration statement, 
the information contained therein shall 





Saving Time in Mailing 
Confirmations 


Many accountants mail thousands of 
confirmations in the course of a year. 
Some individual mailings run into hun- 
dreds and thousands. One accounting 
firm has used a folding machine, cost 
approximately $220, and reports “sub- 
stantial” savings of time and the speed- 
ing up of the mailing of the forms. 
3ecause of its light weight, approxi- 
mately 23 pounds, the machine can be 
readily moved to a client’s office if ac- 
counts receivable confirmations are to 
be sent out from that location. This is 
a very valuable feature. 

Since the saving of time will often 
be realized in periods when it is at a 
premium, this piece of equipment is 
deserving of attention. Of course, if 
one wants to have a machine to stuff 
the envelopes, that is obtainable, too; 
but it is a much larger and more com- 
plex piece of equipment. 
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(Continued from page 785) 


be as of a date not more than sixteen 
months prior to such use so far as such 
information is known to the user of 
such prospectus or can be furnished by 
such user without unreasonable effort 
or expense.” 

The Commission has amended Rule 
427 so that it now relates to the con- 
tent of prospectuses used nine months 
after the effective date of the registra- 
tion statement. The new rule follows: 

There may be omitted from any pro- 
spectus used more than 9 months after the 
effective date of the registration statement 
any information previously required to be 
contained in the prospectus insofar as later 
information covering the same _ subjects, 
including the latest available certified finan- 
cial statements, as of a date not more than 

16 months prior to the use of the pro- 

spectus is contained therein. 
Proposed Change Not Enacted 

Another proposed change related to 
the Commission’s authority to exempt 
small issues of securities. This would 
have raised the permissive level of ex- 
emptions from $300,000 to $500,000. 


This proposal, however, was defeated. 
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Conducted by SAMUEL S. Ress 


New York State Unemployment Insurance—Some Proposed Amendments 


Request Report Penalties 


If an employer fails to complete and 
return a Request for Employment and 
Wage Data within seven days after the 
stamped mailing date appearing on the 
form L.O. 12 (or 12.1), the Unem- 
ployment Insurance office levies a $10 
penalty assessment with respect to each 
such request received after the seven 
days. The employer is then given the 
choice of paying the $10 or requesting 
a hearing before a Referee for the 
purpose of showing that failure to 
reply has been due to circumstances 
beyond his control. The request for a 
hearing to determine whether or not 
the penalty imposition was in order 
must be made within 20 days from the 
date stamped on the penalty notice; 
otherwise the penalty cannot be dis- 
puted legally. 

There have been occasions when the 
Industrial Commissioner has with- 
drawn the penalty assessment on the 
strength of an explanation set forth in 
a letter from the employer. However, 
in most cases, the employer is informed 
that the penalty imposition is manda- 
tory under the law as it is written at 
the present time. Iémployers have met 
with rare success in having the penal- 
ties set aside by unemployment insur- 
ance Referees. In those cases where 
the Referee felt the penalty imposition 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
Bar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is a member of the 
Society’s Committee on State Taxa- 
tion and Chairman of the Sub-Com- 
mittee on Unemployment Insurance. 
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was unjustified, and the Industrial 
Commissioner chose to take an appeal 
from the Referee’s decision to the Ap- 
peal Board, in most instances the Ap- 
peal Board reinstated the penalty as- 
sessment against the employer by 
making a finding that the facts sub- 
mitted in explanation of the employer’s 
case, did not constitute circumstances 
beyond his control. 


Some of the reasons for late reply 
which have been held insufficient to 
constitute circumstances beyond the 
employer’s control are: 

1. Employer on vacation 

2. Accumulation of mail left for ac- 

countant to handle 

3. Change of address without notice to 

the Division 

4. Transmittal delay by the post office; 
postmark date is conclusive 
Response to previous request relating 
to different base period 

6. Difficulty of tracing employment. re- 

quest and records of chain store em- 
ployees 

7. Negligence of employees 

8. Absence of employer 

9. Vacation shutdown 

10. Payroll records left with purchaser of 

business who continued operations 

11. Employers’ explanation that they had 

never received the Wage Request 
forms and had not answered them for 
that reason, was accepted by the Ref- 
eree but rejected by the Appeal Board 
who held that “ The mailing of 
the demands in question having been 
established to the satisfaction of the 
Board, there arises therefrom a_pre- 
sumption that the same were deliv- 
ered to and received by the addressees 
in the regular course of business. . .”. 

12. The employee-claimant had not been 

employed during the base year. 

Che employer is not given the bene- 
fit of so sweeping a presumption of 
compliance with regard to his reply as 
is the Industrial Commissioner with 
respect to the demand. In effect the 
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Payroll Tax Notes 


$10 penalty has become an arbitrary 

assessment. 

Legislative remedial action is long 
overdue so as to provide employers 
with some relief from the arbitrary 
imposition of these penalties. It is 
suggested that the following relief may 
be afforded to the employer, without 
doing any harm either to the unem- 
ployment benefit claim administration 
or to the amount to be collected by the 
claimant : 

1. Extending the period of time 
within which the Request Report 
may be answered beyond the 
present seven-day period. 
Eliminating the $10 penalty pro- 
vision unless the employer’s delay 
in replying was for the purpose 
of wilfully or arbitrarily hinder- 
ing the proper administration of 
the law or depriving a claimant 
of his just benefits. 

3. Eliminating the penalty where 
the late-filed Wage Request re- 
port covered an individual not 
entitled to benefits nor formerly 
employed during the benefit year 
for which information is sought. 


bo 


Experience Rating Proposed Changes 


The New York State Unemployment 
Insurance Law provides for reduced 
tax rates for “qualified employers”. 
The tax rate of a “qualified employer” 
depends on many factors which con- 
tribute to rate-reduction eligibility, in- 
cluding the number of yedrs that he 
has been in business, the variations in 
his taxable payroll from year to year, 
and the changes in the total remunera- 
tion paid by him to his employees and 
allocated against each quarterly period, 
as well as the firm’s experience with 
unemployment benefit claims against 
its account and the adequacy of the 
Unemployment Insurance Fund as a 
whole. _Late tax payments likewise 
affect an employer’s experience rate 
adversely. Payments made more than 
60 days after the due date, or after 
notice and demand are not credited to 


1954 


the individual employer’s account for 
experience rating purposes. This pre- 
cludes the employer from receiving 
credit for the full amount paid late, 
not only for the current year but for 
all years thereafter. 


It is proposed that the law be 
amended by the next Legislature which 
convenes in Albany after January Ist, 
1955, to correct these inequities. Some 
suggested amendments follow: 

1. An employer should become quali- 
fied for experience rating after 
one year’s experience, as pres- 
ently permitted by the amend- 
ment to the lederal Unemploy- 
ment Tax Laws enacted last 
summer. 

2. [IXmployers should be permitted 
to make voluntary contributions 
into the State Unemployment In- 
surance I‘und in order to obtain 
the benefit of a lower contribu- 
tion rate for a following year. 


3. An employer should be permitted 
to qualify for a reduced rate 
prior to the expiration of the 
period of time covered by the 
three computation dates immedi- 
ately following the establishment 
of a negative balance in his ac- 
count. The present law makes 
an employer ineligible from par- 
ticipating in tax rate reductions 
for at least 3 years, regardless of 
how favorable his experience and 
account balance may appear fol- 
lowing a single bad year which 
had shown a negative balance, 
and regardless of how small that 
balance may have been. He 
should be notified of that nega- 
tive bookkeeping balance and 
given an opportunity to make a 
contribution to overcome it. The 
employer’s right to participate in 
tax-rate reduction should be rein- 
stated just as soon as the negative 
balance has been made up by 
regular contributions, in the event 
it is not wiped out by an addi- 
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tional voluntary payment by the 
employer. 

4. An employer who has a favorable 
experience with unemployment 
and whose benefit-rate payment 
experience has not grown from 
one year to the next should not 
be compelled to pay a higher tax 
rate because his annual taxable 
payroll has grown larger during 
the past year as against the year 
preceding it. Under the present 
law many employers who have 
stabilized their employment but 
have increased their payroll must 
pay a higher rate of tax than 
if they had not increased their 
taxable payroll. 

5. An employer should be permitted 
to receive full credit for experi- 
ence-rating purposes for all con- 
tributions paid by him even 
though paid late. The present 
344% per month interest assess- 
ment plus the diminished Iederal 
Unemployment Tax credit are a 
sufficient penalty for the tempo- 
rarily financially embarrased em- 
ployer. 


Social Security and the Clergy 
Several members of the Society have 
called my attention to the new status 
of clergy under the amended Social 
Security law which differs from the 
statement made in the last sentence of 
paragraph 3 ‘Ministers, etc.”, on page 
648, of the October, 1954, issue of 
The New York Certified Public Ac- 
countant, The Internal Revenue Bur- 
eau advises that ministers, Christian 
Science Practitioners and members of 
religious orders who have not taken a 
vow of poverty are excluded from cov- 
erage as employees of religious institu- 
tions, but compensation received for 
services rendered by them to the re- 


ligious institution, along with other 
covered income for social security pur- 
poses, may be reported as self-employ- 
ment income by any ordained rabbi, 
minister, priest, or Christian Science 
Practitioner who elects, on an indivi- 
dual basis, to accept coverage as a self- 
employed person. As _ stated in the 
October, 1954, article, the individual 
clergyman makes the election by filing 
a certificate on or before the due date 
of his return for the second taxable 
year after 1954 in which, if he were 
covered, he would have had _ self- 
employment net earnings of at least 
$400. Some of the earnings must have 
been for services rendered as a duly 
ordained clergyman or Christian Sci- 
ence Practitioner, or member of a re- 
ligious order. The election is irrevo- 
cable and will be effective starting with 
the taxable vear for which it is filed, 
but not for any taxable year ending 
before 1955. 


Social Security Status of a Cantor 
A corollary question has been raised 
regarding the status of a Cantor ina 
synagogue or temple. The Internal 
Revenue Bureau advises that unless the 
Cantor is also a duly ordained Rabbi, 
he is considered in the same category 
as other lay persons employed by the 
religous institution, and may be sub- 
ject to the voluntary coverage provi- 


‘sions of the Social Security amend- 


ments adopted in 1950. Under these 
amendments, religious, charitable, edu- 
cational and other institutions exempt 
from income tax under Section 501 
(c)(3) are exempt for Social Security 
purposes unless the organization and 
at least two-thirds of its employees 
elect. coverage. Outside income for 
cantorial services may be reported as 
self-employment income by the Cantor 
for Social Security purposes. 
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INSTRUCTIONS Resolution is « 
lar film under specified conditions. Num¢ 
adjacent “L-shaped” groupings. 

In microfilming it is necessary to determ 
group in which it can be decerned that tl 
the reduction ratio the line below is 100 1 
dividing the length into 100 gives the reduct 
and 100/10 = 10. 

- Examine the “L-shaped” line groupings 
adjacent to the group in which it is possi 
only necessary to determine that there are 
these conditions it is considered that the gr 
discernible horizontally and vertically while 
is 10 and 7.9 X 10 = 79 lines per millimet 
are not recorded satisfactorily. Under the pa 
per millimeter. 

In order to check the camera for vib1 
of the field in one orientation and then tu 
If the lines in both directions at both orie 

Resolution as measured on the film, is 
processing, and other factors. It is recon 
film, at the beginning of the roll or prefe 
venient means of continually checking bo 
referred to at any time. 
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solution is expressed in terms of the lines per millimeter recorded by a particu- 
itions. Numerals in this chart indicate the number of lines per millimeter in 


ry to determine the reduction ratio and multiply by the number adjacent to the 
ned that the lines are either horizontal or vertical. As an aid in determining 
low is 100 millimeters in length. Measuring this line in the film image and 
es the reduction ratio. Example: the line is 10 millimeters long in the film image 


1e groupings in the film with a forty power microscope and note the number 
1 it is possible to decern that the lines are either horizontal ur vertical. It is 
at there are lines in both directions regardless of the number of lines. Under 
that the group in question is resolved. Example: the lines in 7.9 group are 
rtically while the lines in the 8.9 group are not discernible. Reduction ratio 
per millimeter recorded satisfactorily. 8.9 X 10 = 89 lines per millimeter which 
Jnder the particular conditions maximum resolution is between 79 and 89 lines 


era for vibration several exposures should be made with the chart in the center 
and then turn it through an angle of 45° and make several more exposures. 
at both orientations are equally resolved the camera is free from vibrations. 

the film, is a test of the entire photographic system, including lens, exposure, 
It is recommended the resolution charts be placed on every roll of micro- 
‘oll or preferably at both ends of the roll. This practice will provide a con- 
checking both the operation and performance of the system which can be 





